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AMENDMENT XVI.—THE CONGRESS SHALL HAVE 
POWER TO LAY AND COLLECT TAXES ON INCOMES, 
FROM WHATEVER SOURCE DERIVED, WITHOUT 
APPORTIONMENT AMONG THE SEVERAL STATES, 
AND WITHOUT REGARD TO ANY CENSUS OR 
ENUMERATION. (EFFECTIVE FEBRUARY 26, 1913.) 





Coming— "State taxing statutes, being in- 
dividual creations drawn to fit the econ- 
omy and revenue needs of a particular 
state, are completely oblivious of their col- 
lective impact on the taxpayer,’’ says Wal- 
ter Chwals in his article which brings the 
tax man up to date on the present status 
of the uniform apportionment formula used 
for state income taxes. The author is man- 
ager of the tax department, United States 
Rubber Company. 


The estate tax will receive some well- 
deserved attention from Austin Fleming, at- 
torney, Northern Trust Company, Chicago, 
who writes about the present status of the 
marital deduction, and from Albert Mann- 
heimer, New York attorney, who, with co- 
authors, writes on sprinkling trusts and the 
choice of a trustee. 


The tax aspect of that industrial relations 
device, the fringe benefit, is thoroughly 


analyzed by J. H. Landman, New York at- 
torney. 


Tuis magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart; 
Washington Hditor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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Ir IS a common corporate practice to mail 
dividend checks to stockholders, and because of the geographical 
distance between the stockholder and the paying office, the 
December checks are not received until January. Here the doc 
trine of constructive receipt cannot apply to a cash-basis tax- 
payer. The dividend is income in the year in which the check 
is received, not in the year in which it is paid by the corporation. 

Commissioner v. Fox, 55-1 ustc § 9130 (CA-3). 


Pr )FITS FROM THE SALE of 102 houses 
rented to defense workers in accordance with FHA regulations 
are taxable as ordinary income. The frequency and continuity 
of the sales, together with the advertising of the property for 
sale to the general public and the aggressive seeking of pur 
chasers, are attributes of a trade or business rather than of a 
gradual liquidation of the property,-Galena Oaks Corporation v 
Scofield, 55-1 uste § 9127 (CA-5). 


ry. 

DHE POINT of this case is that the tax 
payer, by transferring income-producing property for a short 
period of time, received long-term gain treatment, which amounted 
to his getting a house built at a discount which came out of 
taxes. The taxpayer owned an oil payment originally valued 
at $1 million. He assigned it to a builder until the builder 
would have received $120,000, which would be in about two 
years. After this event occurred, the oil payment reverted to 
the taxpayer. The majority of the Tax Court sided with the 
taxpayer, holding that the amount which the builder would 
receive in each year would be a long-term capital gain to the 
taxpayer. A strong dissent points out the temporary disposition 
of the property itself and would have held that the oil payment 
was ordinary income.—-Hawn, CCH Dec. 20,725, 23 TC —, No. 64. 
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LAV PAINE Esher ater” 


THe DOCTOR prescribed rest, little or no 
exertion and no climbing of stairs, but this was not the kind 
of medical advice in treatment of an ailment which would sup- 
port a deduction for the expense of installing an elevator in the 
home.—Benesch, CCH Dee. 20,701(M), 13 TCM 1116. 


THe PRESIDENT—sole stockholder of a 
corporation—fixed his salary at 40 per cent of the profits. When 
he raised his salary to 60 per cent, the Commissioner held the 
increase unreasonable.—Golden Construction Company, Inc., CCH 
Dec. 20,710(M), 13 TCM 1124. 


TAXpPAayEr’s RECORDS, together with 
volume of sales, may determine the question of when property 1s 
inventory or a capital asset. A farmer bought bulls and rented 
them for breeding; later he sold them and reported the profit as 
capital gain. His records showed only total figures, average for a 
whole herd. The court held that the rental business was inci- 
dental to the sales which produced greater total profit—taxable as 
ordinary income.—Erickson, CCH Dec. 20,698, 23 TC—, No. 55. 


rh 

. I HE SUPREME COURT has vacated a 
number of cases dealing with reconstruction of income in criminal 
cases and remanded them to their respective courts of appeals for 
consideration in the light of the “net worth” decisions in Calderon 
and related cases. See “Trial by Net Worth” at page 121. 


A CIRCUS EMPLOYEE’S “HOME” was 
wherever the circus happened to be; consequently, the cost of 
meals and lodging was a personal expense. The trailer used for 
lodging accommodations constituted the personal residence, and 


no deduction could be allowed for depreciation.—Nat Lewis, CCH 
Dec. 20,728(M), 13 TCM 1167. 


ry” 

I AXES and carrying charges on a residence 
may not be capitalized under the option granted by the Code 
and regulations to capitalize or deduct taxes and carrying 
charges on certain types of property. Thus, real estate taxes and 
mortgage interest on taxpayers’ personal residence were not prop- 
erly chargeable to capital account and could not be considered in 
computing profit realized on sale, even though such items were 
not listed as itemized deductions in previous returns.—Megibow 
v. Commissioner, 55-1 ustc J 9133 (CA-3). 
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Property LOSSES from hurricanes and 
other storms during 1954 must be deducted on 1954 returns. The 


Treasury Department issued a release December 22, 1954, remind 
ing taxpayers. 


A WIFE’S SALARY as a school teacher and 
her rentals from an inherited home were held by the Tax Court 
to be “business” income and must be applied in full against the 
operating loss suffered by the husband’s business—a sole pro 
prietorship—for carry-back purposes. Taxpayers were husband 
and wife who filed a joint return. In its holding that the salary 
and rents so received by the wife constitute income from the 
operation of a trade or business regularly carried on by her, the 
court reviewed the case of Joe B. Luton, CCH Dec..19,217, 18 TC 
1153, and came “to the conclusion that the Opinion in the Luton 
case was in error in holding that salary was nonbusiness income.” 
Five judges dissented.—Langreide, CCH Dec. 20,721, 23 TC 
No. 62. 


% 

“ACH partner’s distributive share of the 
ordinary net income or ordinary net loss from the partnership 
should be included in determining “net earnings from self-em 
ployment” for purposes of the Self-Employment Contributions 
Act, irrespective of the fact that one or more of the members 
is an inactive partner.—-Revenue Ruling 54-613. The Commis 
sioner has issued rules—pending issuance of regulations—con 
cerning the procedure to be followed in changing to the 52-53-week 
accounting period and in changing, or establishing, taxable years 
of partners and partnerships.—Revenue Ruling 55-10. A more lib 
eral interpretation of the retirement income credit provisions of the 
1954 Code than is reflected in the individual income tax return now 
being distributed was announced by Commissioner of Internal 
Revenue, T. Coleman Andrews. Schedule K of Form 1040 will 
not produce the correct retirement income credit for taxpayers 
with actual retirement income of less than $1,200, who also receive 
excluded annuity or pension income and, in the case of individuals 
less than 75 years of age, compensation for personal services in excess 
of $900. Taxpayers within this classification should seek assist- 
ance in order to make the correct computations.—IR-094. If a 
taxpayer elects to defer prepaid income or deduct additions to a 
reserve for estimated expenses, the same method of accounting 
must be used in keeping taxpayer’s books—in accordance with 


Section 446 of the 1954 Code.—IR-903. 
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Lets Gier a7 eal 


Budget Message .. . 


No Tax Reduction . . . 


Budget Deficit 


Washington Tax Talk 





The President 


The budget message presented to Con 
gress admits the seriousness of a tax take 
of 25 per cent of our national income and 
holds forth the possibility of tax 
tions, “as 


reduc- 

soon as properly be 
April 1 reductions in 
the corporation income tax and in certain 
excise taxes cannot be allowed to take 
effect on that date, however. 


they can 


made.” scheduled 


Following are pertinent quotations from 
the President’s message: 


made 
burdens 


“Last year we 
reducing tax 
tax structure. 
billion 


great progress in 
and improving the 
Total tax reductions of 7.4 
dollars became effective. This was 
the largest tax reduction in any single year 
in the country’s history. It was made 
possible only by large cuts in Government 
expenditures. The basic tax law was re- 
vised to relieve hardships for millions of 


individuals and to reduce tax barriers to 
economic growth. 
“The budget would have been balanced 


for the current fiscal year if there had been 
no tax cuts. However, it was desirable to 
share the benefits from the large expendi- 
ture reductions. This enabled the people 
to have the extra money to spend for them- 
selves which they retained because of the 
reduction in their taxes. 


“In view of the prospective deficit, we 
cannot afford to have any further 
revenue this through reductions in 
The corporate tax rate would be 
automatically reduced under existing legis 
lation from 52 to 47 per cent on April 1 


loss of 
year 
taxes. 


with a revenue loss of about 2 billion 
dollars for a full year unless extended. 
Under existing law, the excise taxes on 


liquor, tobacco, gasoline, and automobiles 
would also be automatically 
April 1, with a revenue 


reduced on 


loss of 1 billion 


Washington Tax Talk 


dollars unless 


appropriate legislation is 
enacted by the Congress extending them 

“In the fiscal year 1956, there will be 
an automatic revenue reduction (as com 
pared with 1955) of almost 2 billion dollars 
under existing law, wholly apart from any 
changes in tax rates. 


The principal reason 
is the completion of 


the plan adopted 5 
years ago under which payments of corpo- 
rate taxes have been forward into 
earlier fiscal years, Fortunately, this re- 
duction in 1956 will be more than offset 
by increases in 


moved 


revenue due to the eco 
nomic growth of the country. 

“Because we must 
revenues intact, I 
mended to the 


keep our 
have 


existing 
already recom 
Congress in my State of 
the Union Message that existing rates on 


both excises and corporate incomes be 
extended for 1 year, Any other course of 
action would result in either (1) inade- 


quate expenditures for national security, or 
(2) inflationary borrowing. 


Budget Expenditures (in millions) 


Major national security $40,458 
International affairs and finance 1,841 
Veterans’ services and benefits 4,084 
Welfare, health and education 2,312 
Agriculture and agricultural resources 7,647 
Natural resources 1,209 
Commerce and manpower 6,908 
General government 1,569 
Interest 6,378 
Reserves for proposed legislation 
and contingencies 
Net cost of classified pay increase 125 
Other 200 
Total budget expenditures 
(gross) $73,332 
Deduct applicable receipts 10,923 
Net budget expenditures $62,408 
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“During the past year the Treasury De 
partment has continued to examine possible 
changts in the tax laws concerning which 
no recommendations made in the 
As final 
conclusions are reached by the Department 


they will be sent to the Congress 


were 
revision of the tax laws last year. 


“I have also directed the Secretary of 
the Treasury promptly to make recommen- 
dations for any other changes in the laws 
which may be found necessary to prevent 
anyone from avoiding his fair share of the 


tax burden. 


“The present tax 
fourth of our 


take of 
national income is a serious 


nearly one 


obstacle 
ot the 
the tuture 


to the long-term dynamic growth 
economy which is so necessary for 


There 


more 


must be the means for 
better jobs not only 
for those who are working today but also 
for the millions of young people who will 


‘I he 


stimulus of further tax reductions 1s neces 


providing and 


come ol working age in future years. 


sary just as soon as they can properly be 


made 


“We 


vision tor our 


must’ always 


make adequate pro 
and other 
further tax 


security essential 


services, and reductions can 


only be made as savings in governmental 


expenditures of revenues 


increased 
from growth in our 


resulting 
economy are in sight 


“However, further tax reduction remains 
a firm goal of this administration, and our 
policy is directed to both the 
savings in expenditures and the economic 
growth that will make 


achieving 
such reductions 
possible. 


reductions will be so 
year. If so, I 


that tax 
next 


ea hope 
justified shall recom- 
mend a reduction in taxes to spread the 
relief fairly among all taxpayers in a way 
which will be the most effective to relieve 
individual tax burdens and to increase in- 
centive for effort and investment 

“Debt management 
past year was keyed to 
monetary 


policy during the 
Federal 
to help assure the ready 
availability of money and credit 


Reserve 
policy 
needed to 
level of 
refrained 
1954 

which would compete for 
long-term money available for the construc- 
tion oF new 


sustaim a 


high business 


activity. 
The Treasury 


under the special 


circumstances of from issuing long 


term securities 


homes, for business expansion, 


or for new schools, highways, and hospitals 
at the State local level At the same 
time, progress was made in improving the 
structure of the public debt by 
tension of maturities through issuing more 
intermediate-term 


and 


some ex 


bonds. In 
lreasury financing during 


each major 
1954, exces pt for 


(Continued on page 152) 
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— bo Zaye v4: 


Salesmen and Taxes 


By CLARK E. BOWEN, Attorney, Miami Beach, Florida 


T LAST, after 

the “double system of de- 
ductible business expenses tur salesmen has 
been eradicated from the 
The eradication will 
boon to 
held an 


a period of many 
standard” * 


years, 


federal tax law. 
prove a remunerative 
innumerable salesmen who formerly 

unenviable position in regard to 
deduction of expenses incurred in their busi- 
ness of selling. 


The elimination of the “double standard” 
was brought about by a provision’ in the 
1954 Revenue Code which allows salesmen 
to deduct all business expenses incurred in 
their business of selling as deductions toward 
adjusted income and still enables the 
salesmen to use the standard deduction 
merly, favored group of 
“traveling 


gross 
For- 
only a salesmen, 
usually classified as 
could deduct their 
manner 


9 
salesmen, 


expenses in the above 


Under the old Code many salesmen could 


deduct their business expenses, but only 


at a hardship. The expenses were deductible 
on page 3 of the income tax return (1040) 
under the heading of Miscellaneous Deduc- 
tions. When 


business deductions 


were 

' There were two standards for business deduc- 
tions of salesmen under the old Code. Only 
salesmen who stayed away from home over- 
night were allowed to deduct their expenses 
(incurred away from home) as a business deduc- 
tion in computing adjusted gross income. Such 
salesmen were also allowed to use the standard 
deduction. Salesmen who did not stay away 
from home overnight were allowed to deduct 
their business expenses only on p. 3 of the 
tax return and thus often were practically forced 
to forego using the standard deduction. 

1954 Code, Sec. 62(2)(D). (AIL references 
are to 1954 Code, unless otherwise indicated.) 


Salesmen and Taxes 


To the Poet, ‘Home Is Where 
the Heart Is''; to the Salesman, 


Home Is Where the Tax Is 


taken in that manner, the salesmen were 
not allowed to use the 10 per cent standard 


deduction." 


It is conceivable that a salesman, under 
the old Code, could incur business expenses, 
list those expenses as deductions on page 3 
of Form 1040 and lose money. Reason for 
loss was that the business expenses would 
not equal the 10 per cent available by using the 
standard deduction. Yet indirectly he would 
also money if he took the standard 
deduction, as the expenses would be in- 
cluded in the allowed 10 per cent. 


lose 


The discriminated-against salesmen were 
forbidden by the tax law to deduct business 
expenses from income to get adjusted gross 
income As the adjusted gross income is 

‘The Form 1040 individual income tax return 
is made up of four pages. P. 1 deals generally 
with income, gross and adjusted, and amount of 
tax; p. 2, with income from sources other 
than wages; p. 3, with types of personal deduc- 
tions; and p. 4 is for dividend and retirement 
credit. 

* Smith, CCH Dec. 20,223, 21 TC , No. 111, 
Taxpayer had deducted $370 as auto expenses 
toward adjusted gross income, but it was dis- 
allowed by the Revenue Service, as the expenses 
had not been incurred in travel away from 
home overnight. Such an expense, under the 
old Code, had to be deducted under miscellane- 
ous expense on p. 3 of the tax return. 





a basis « 


are figured, as well as a basis for type ot 


m which medical deduction expenses 


tax return to use, the salesmen again came 
out losers. It I win 
and tails I with the tax department 
always calling “heads.” Generally, the sales 


was a case of “heads 


lose,” 


men were no better off than the ordinary tax 


payers who had no business expenses to pay 
New 1954 Code 
corrected the former inequities with regard 


provisions in the have 
to salesmen’s expenses, and these provisions 
should eventually result in 


(1) less irritation, due to the abolishment 
of the “double standard” system; 


(2) less confusion as to proper method 


for deduction of business expenses; 


(3) less deduction of 


business expenses (salesmen will also sleep 
better filling out 
returns); 


chicanery in the 


nights after their tax 


(4) fewer court concerning the 


proper deduction of expenses; 


cases 


(5) new types of questionable sales jobs 


7 


© take advantage of the new provisions; 


(6) an 


equitable treatment of salesmen 


ind their business expenses; 


(7) more substantial records being kept 


by salesmen; 
(8) a closer check by the Revenue Serv 
on the business deductions; and 
(9) most important of all to the salesmen 
a savings in federal taxes 
This article will deal primarily with sales- 


The 


information given about salesmen-employees 


men who are employed by another. 


also applies to self-employed salesmen, as 


the expenses deductible by the 


former, 
plus other business expenses, are also de- 
ductible by the latter.” An employee-sales- 
man is considered by the Revenue Service 
is one solicitation 
and the 


employer of 


who is engaged in the 


on behalf of an employer trans- 


mission to an orders from 


others for merchandise.” 


'Code Sec. 162(a), allowing as a deduction 
all ordinary expenses paid or incurred during 
the taxable year in carrying on any trade or 
business 

*Mim. 6583, December 28, 
statutory test per Sec 
Federal Insurance 


1950 Also, see 
3121(d)(3)(D), the 
Contributions Act 

See, statutory test, Sec. 3121(d)(3)(A), the 
Federal Insurance Contributions Act, about 
agent-driver and commission-driver; H. R. 8300, 
83d Cong., 2d Sess., pp. 9, Al9-A20 (1954). 

* Incidental salesman would be one who has 
his office with employer but leaves it only occa- 
sionally 
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The 


Ww he SC 


definition excludes those employees 


activities consist of service or de- 
livery,’ such as agent-driver or commission- 
driver (laundry or dry-cleaning 
bread driver-salesmen, etc.) engaged in 
selling products. Neither are employees 
who incidentally make calls and sales out- 
side the employer’s place of business in- 
cluded in the definition of employee-salesmen,” 
but this exclusion does not apply to part- 
time salesmen 


services, 


Adjusted Gross Income 
Now for 
big tax law 


information about that 
“break” for salesmen—especially 
stay-at-home salesmen “—although the “break” 
applies to all salesmen with the exceptions 
noted before in this article. Section 62” of 
the 1954 Code that “outside” 
men may deduct expenses, incurred in their 
business of 


more 


states sales- 


selling, from 
get adjusted gross income 


This will enable 
the standard deduction ' 


imcome to 


ZTOss 


section salesmen to use 


‘in lieu of itemizing 
other personal deductible expenses, ~ “Out- 


side” salesmen is the term used to dis- 


tinguish salesmen who do selling outside 


their employer’s place of business 


who act as 


trom 


those salesmen sales clerks 


stores 


At this point it becomes necessary to ex 
plain what income, adjusted 
income, and taxable income are: 


gross gross 


Gross mcome is money or goods received 
by a 
any 


sale Sman from any source of! tor 


purpose whatsoever.” t 


includes 
goods given to 
reimburse him for expenses incurred in his 


employer’s business.” 


money or an employee to 
It also includes com- 
salesman,” whether 
paid when earned or afterwards. (See late 
section for more information about com 
missions and when they are to be reported 


as current income.) 


Adjusted 


salesman, 


missions paid to the 


gross income, in the case of a 


means income minus his 


gzross 
> 
business deductions. 


* Stay-at-home salesmen are those who do not 
stay away from home overnight in their busi 
ness of selling 

” See footnote 2 

" Secs. 141, 144. 

“Other types of personal deductions avail 
able for use on p. 3 (Form 1040) are real 
property taxes, interest paid, medical expenses 
contributions, etc. 

48 Sec. 61(a). 

" See footnote 13 

% See footnote 13 

% Sec. 62 
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Taxable income means gross income minus 
deductions (business deductions and other 
deductions for personal exemptions)” except 
when a taxpayer takes the 
standard deduction; income 
means adjusted gross minus the 
standard deduction “ and the deductions for 
personal exemptions.” 


advantage of 
then taxable 
income 


The individual tax (1040) has no 
place on it the business expenses of 
an employee-salesman to be deducted. The 
salesman deducts his expenses (as shown on 
an itemized attached list) from the total 
amount of his salary and commissions and 
the amount obtained for income in 
item 2 on page 1 of the tax return.” This 
latter amount then becomes the salesman’s 
adjusted gross income.” 


return 
for 


uses 


The following examples should help clarify 
the above definitions: 


Example 1.—Salesman Clarke earns $5,000 
a year in and commissions. His 
business expenses for the year are $500 
Clarke’s gross income is $5,000; he deducts 
the $500 from this and gets an 
adjusted gross income of $4,500. Clarke’s 
other personal expenses amount to less than 
10 per cent of $4,500, so Clarke can use the 
optional standard tax form and receive the 
automatic deduction of 10 per cent 
the table. The adjusted 
income of Clarke is also his taxable income 
($5,000 — $500 = $4,500 taxable income). 


salary 


expenses 


by 


using tax gross 


Example 2.—Salesman Jones earns $5,000 
a year in commissions and salary; business 
His personal deductible 
expenses, such as real estate taxes, medical 
gas amount to $600. 
Jones’s gross income is $5,000, he deducts 


expenses are $500. 


deductions, 
As 
the $500 business expense to get 
justed gross income of $4,500. 


tax, etc., 


his ad 
Jones’s per 
sonal deductible expenses amount to more 
than 10 per cent of his adjusted gross, so 
Jones itemizes his personal deductions on 
the Jones then de- 
ducts $600, plus his personal exemptions, 


page 3 of tax return. 
from adjusted gross income to get his tax 
able income ($5,000 — $500 = $4,500 — $600 


personal exemptions 


taxable income). 


Sec. 63(a) 

% Sec. 63(b). 

” Sec, 141. 

2© Sec. 151. 

21 Your Federal Income Tax (Treasury De- 
partment, 1954 Ed.); Regs, 118, Sec. 39.23(a)-1 

22 See footnote 16 

23 See footnote 21, at p. 31. An itemized list 
of the deducted expenses must be attached to 
the return when it is filed. 

2 See footnote 21, at p. 93. 


Salesmen and Taxes 


Example 3.—Saiesman Brown, a single 
man, earns $8,000 a year and has business 
expenses of $1,000. Brown deducts the $1,000 
business expenses from gross income to get 
an adjusted gross income of $7,000. Other 
personal deductible expenses for the year 
are $400. Brown finds it advantageous to 
use the standard 10 per cent deduction 
($8,000 — $1,000 = $7,000 — $700 (10 per 
cent of $7,000) — $600 personal exemption 
= $5,700 taxable income). 


Example 4.—Salesman Smith gets a salary 
of $4,500 a year; business expenses are 
$400. Smith deducts his business expenses 
of $400 from $4,500 salary, and $4,100 is 
the amount shown in item 2 on page | as 
income from salary. His attached sheet of 
itemized expenses ™ will explain’ why $4,100, 
instead of $4,500, is used as income from 
salary ($4,500 — $400 = $4,100 adjusted gross 
income). 


Place of Business as Home 


The Code states that a salesman can 
deduct certain expenses while on travel 
away from home in the service of an em- 
ployer. Those words “away from home” 
have a different connotation in the tax law 
than in the average vocabulary. 


“Home,” according to the tax law, really 
means “place of business.”™ It is con- 
sidered as that place from which the em- 
ployee starts his day’s work. Courts in 
numerous cases have reported that “the 
home for purposes of travel expense is the 
place where the employer’s place of busi- 
ness is located.”” In a recent the 
Tax Court “The courts have uni 
formly held that a taxpayer’s home means 


1s 


case 
stated: 


his place of business, employment, or post 
or station at which he is employed.” * 


Although a few court decisions have de 
cided home to than that stated 
above,” it is only in extreme cases that such 
a decision has been given. 


be other 


It is obligatory 
for a salesman to consider his employer's 


place of business to 
figuring after 


as home and 
business expenses 


leaves the place of business. 


Start 


he 


his 


* Leon Falk, Jr., CCH Dec. 17,780, 15 TC 
49, aff'd, 51-1 ustc {§ 9337, 189 F. (2d) 806 
(CA-3); M. V. Barnhill v. Commissioner, 45-1 
ustc { 9260, 148 F. (2d) 913 (CCA-4); W. M 
Priddy, CCH Dec. 11,407, 43 BTA 18 

* Cited at footnote 4. 

" Wallace v. Commissioner, 44-2 ustc { 9437. 
144 F. (2d) 407, 411 (CCA-9); Commissioner v 
Flowers, 46-1 ustc § 9127, 326 U. Ss. 425, 


rev’ 
45-1 usre | 9227, 148 F. (2d) 163 (CCA-5). 
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Transportation expenses incurred in com- 
muting from residence to place of business 
are personal expenses and are not deductible 
as a business expense.” 


Transportation and Travel Expenses 


It is 
distinguish 


necessary, for tax-law purposes, t 
transportation and 
Transportation expenses are 
incurred for transportation 


railroad, plane fares, 


between travel 
those 


j 
Oni 


expenses. 
expenses 


such as bus, auto 


29 


use, et 


Travel expenses include all transportation 


expenses and otl 


plus meals, lodging 1 


business deductions.” Only 
stay away overnight are allowed 
to deduct expenses.” “Stay-at-home” 
salesmen are not allowed to deduct expenses 
paid lor 


unusual 


salesmen whi 
from home 
travel 
meals 


lodging oOo! except im very 


circumstances, and then only after 


litigation 


1954 


an expense Can be 


costly 


Under the Code it is possible that 


incurred lor feeding or 
both 


expense 


customers by 
Such a meal 
allowed as a deduction , 


entertaining types ol 


salesmen will be 
It is necessary for 


the salesman to 


segregate the cost of his 


meal from that of his customer when claim 
ing this 


expense. If there is no separation 


of the two costs, the 


expense claim will be 


disallowed for a deduction 


\ person can be both a 


from-home” 


“stay-at-home” 


and an “away 


salesman. He 
during part of the 
vorking year and claim traveling expenses 


can be away from hom« 


for the period of time while “on the road,” 


Remember that transportation expenses of 
commuting between residence and place of 
business are not 


business expenses 


Reimbursement and Commissions 


Reimbursement is repayment by employer 


to his salesmen for money spent for ex- 
penses by the latter in the pursuit of the 
employer’s business. If the 


reimbursed for 


salesman is 
expenses incurred by him 
while in the service of the employer, he is 
allowed to deduct the incurred expenses in 
computing his adjusted gross income.” 


* Sec. 262. Commuting is a personal expense 

* Sec, 62(2)(C) 

” Sec. 62(2)(B) 

" See footnote 23 
ustc § 9627, 110 F. Supp 
was allowed to deduct 
away from home overnight 

" See footnote 2 

"RR. A, Sutter, CCH Dec. 
the Tax Court declared that 
of outlay for entertainment 


But cf., Scott v. Kelm, 53-1 
819, where taxpayer 


expenses though not 


19,996, 21 TC 170; 
only the portion 
expenses by the 


90 February, 1955 ® 


Reimbursement in 
considered 


goods 1S 


money or 


additional income and is re 
The salesman adds the 
deducts 


amount 


ported as follows 
reimbursed amount to his 


the business 


wages, 
expenses from that 
and the sum left is reported in item 2 on 
page 1 of the tax income. As 
there is no place on the tax return to show 


these figures, 


return as 


the salesman does his figuring 
on a scrap piece of paper and keeps this 
paper in Cade 
the Revenue 


there is any question trom 


Service about his 


hguring 


Commission payments are considered as 


income when recetved, not when earned 


| heretore, 
other 


insurance commissions or any 
types of commissions paid to retired 
installments by 
ment with the former employer are 


n the vear received 


will report 
current income only when the 


salesmen in monthly agret 
taxabl 


only 


\ salesman commissions as 
payments are 


to him 


When a 


on a 


made 


salesman receives a commission 
divides the 
helped 


reports as 


sale and proceeds with 


another who has 


him earn it, the 
salesman income all the com 
allowed to deduct 


the amount paid to the other person as a 


mission he receives but is 


business expense 


various 


Examples of the situations 


and 
procedures are as follows 

(1) Salesman salary of 
$7,000 a year, plus reimbursement for $1,500 
expenses from his employer 


(sreen gets a 
Green’s busi 
$1,700. Green, 
of paper, adds the $1,500 
reimbursement to his salary of $7,000, then 
ot $1,700 to 
that he is to 
He attaches an itemized 


ness expenses for the year are 


on a scrap piece 
deducts his business expenses 


get the income report on 
page 1 as income. 
list of expenses to his tax return to explain 
the salary figure so 
($7,000 + $1,500 


$1,700 expenses 


entered on 

$8,500 total 
$6,800 income ) 
Green's adjusted income. 


(2) If reimbursement had been 
$1,700 and his business expenses $1,500, the 
figures would read $7,000 $1,700 

$8,700 total $1,500 
$7,200 total (also 


page | 


salary 


It is also 
Green’s 


then 
salary expenses 


income adjusted 


gross) 
taxpayer in excess of the 
ordinarily spend on himself 
expense when entertaining 

* Sec. 62(2)(A) 

® See footnote 23. 

*A. E. Sively v. Commissioner, 35-1 
{ 9199, 75 F. (2d) 916 (CCA-9) 

*J. Oates, 53-2 uste { 9596, 207 F. (2d) 711 
(CA-7), aff'g CCH Dec. 19,049, 18 TC 570 

™ Sec. 162(a)(1) 


amount he would 
was a deductible 
customers 


usTc 
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SALESMAN BUSINESS EXPENSES 
Name Address 
Occupation Employed by 


Away from home days and nights for business purposes 


DEDUCTIBLE EXPENSES 
Clerical $ Sample room 
Hotel rooms (away from home) Occupational licenses 
Meals (away from home) Bond premiums 
Laundry (away from home) Social & club dues (alloc.) 
Baggage transfer (away from home) Business expense at home 
Postage Tax consultant (prorate) 
Bus, air, ship, railroad fares Dues to bus. & prof. org’n 
Sales promotion Other 
Supplies Other 
Taxi 
Tips 


(sross Ines sme 


ge h f Y ) 
relephone, telegraph Business Expense 


Technical books & magazines oe ee 


+ 


Entertainment 
lravel expenses to prof. meetings 


Loss on sale or exchange of auto 
used in business (prorate) 


Business expenses 


AUTOMOBILE EXPENSES 
Depreciation $ Tires & tubes 
Gasoline Oil & grease 
Insurance Licenses 
Parking, parking meters, storage Washing & polishing 


Repairs Other expenses 


Total auto expenses 
Business mileage for year 
Personal mileage for year 
Per cent of mileage allocated to business 
Total auto expense divided by business per cent mileage 
Business expense 


Entire business expenses 


DEPRECIATION SCHEDULE 


: 
Property Date 1 Cost ft . Prior | Remain. | Life 
acq | | deprec cost 


this yr. 


Salesmen and Taxes 


Deprec. 





(3) A salesman receives a commission of 
$4,000 for a and pays $1,000 of the 
commission to an associate of his who had 
referred the sal« 
$4,000 to his 
$1,000 “split” commission to 
expenses for the year. 


sale 


rhe salesman adds 
income adds the 
business 


to him 
yearly and 


his 


Records for Expenses 


It is necessary that some type of a record 
be kept the 
the salesman. It is 
a good idea, when the salesman is required 

expenses with or without 
nt, that this information 
expenses to be 


concerning 


various business 


expenses incurred by 


to bear reim 
plus the 
incurred be stated 


in a written contract or letter of employment 


burse 
type ot 


There has to be sufficient and dependable 
proof of business expenditures made by the 
salesman before will be 


The 


expenditures of 


they 
courts 


allowed as 
that 


and 


deductions have declared 
travel 
supported by can 
types oft 


salesmen for 
entertainment can be 
celed checks.” Other proof, such 
as credit cards, day-by-day journals, memo 
randum books,” cash books,” daily diaries, 


bills, the 


as corroborative evi 


charge accounts, receipted and 


like are all acceptablk 


dence ot expenses 


If no accurate account of expenditures 
is kept, but expenses can be proved by custom 
or otherwise, the 


average them over a year’s 


salesman is allowed to 
time and a rea 
sonable amount of such expenditures might bi 
allowed In the 
had accurate 
his but had 
based on mere 
that the 
some expenditures and 

allowed.” In 


one cas¢ where salesman 


kept no actual or 


rec rd ot 


business expenses compiled 


an expense 


the 


account con 


jecture, court stated evidence 


proved thus 


some 
the 


rule of 


could be most 


the 
If sums are spent and no 
available the 
the expenses, “bearing 
heavily if it chooses upon the taxpayer whose 
inexactitude is of his own making.”“ (Italics 
supplied.) 


instances, 


courts have followed 


the ( 


general 
yhan case 


records are for proot, court 


will approximate 


Frequently, however, the courts have dis- 
allowed the entire expense deductions—to 
the sorrow of the taxpayer—because there 
was no evidentiary proof that expenses had 
been incurred for business.” 


It is also necessary to separate personal 
expenses trom 
deductions 


business expenses tax 
If the total personal and busi- 
ness expenses are not separated, the deduc 
tions for expenses will likely be 
disallowed.“ A_ special record should be 


kept for travel expenses when a salesman 


tor 


most 


is away from home overnight. 


If the salesman uses his own auto he 
should keep a complete personal and bust- 
ness mileage the 
It is the evidence of 
If this is 


is too lazy, a 


record for whole year 


best 
not 


auto 
the salesman 
record of a repre- 
sentative period of one or .two months can 
be kept. The percent 
this sample can then be 


expenses. 
done because 
mileage 
obtained from 
used to figure the 


entire year’s expense 


An example of the above proposition 1s 
as follows \ total of 5,000 miles was 
traveled in June and July, normal business 
months. Of this mileage, 2,000 miles were 
for personal trips and the remaining 3,000 
were for purposes. Divide 3,000 
miles by 5,000 miles (60 per cent) to deter- 
mine 


business 


percentage of mileage 


business trips 


amount 


ior 


for a representative period 


If the salesman travels 30,000 miles in the 
entire business mileage will be 
60 per cent of the 30,000 total miles traveled, 
or 18,000 business miles for the year. The 
OU per cent hgure 

and other 
the year 


year, his 


salesman can also use the 


for upkeep, depreciativr cat 


expenses incurred 


Phe 
¢ eled 


own 


during 


that can 
made out to cash or to 
not 
penses paid.” It is 
writer to do 


salesman should remember 


checks his 


name are 


good as 


too 


proof of ex 
the check 
“finagline’” when checks 
are made out to cash or self 


easy tor 


some 


o =m 
The need for adequate reco 


this fact: An 
and personal expenses can lhe 


rds emphasizes 
business 
made by the 
Revenue Service instead of by the taxpayer 


allocation between 





* Appeal of M. Parish-Watson, CCH Dec. 1265, 
3 BTA 840 

” Inglis, CCH Dec. 17,731, 14 TC 
Roberts, CCH Dec. 3139, 9 BTA 376 

“Any business memo or book is 
good proof 

@ Harry Sherin, CCH Dee. 17,137, 

*“ Boverman, CCH Dec. 16,300, 10 

“Cohan v. Commissioner, 2 ustc 
(24) 540 (CCA-2) 

* Sutor, CCH Dec. 18,442, 17 TC 64; Golding 
& Hahn Company, Inc., CCH Dec. 4882, 15 BTA 


92 


1448; H. H. 
considered 
13 TC 221 


TC 476 
489, 39 F. 


February, 1955 °® 


499: Dashew, CCH Dec. 5062, 16 BTA 1: Smith, 


cited at footnote 4; auto expenses 
considered a business deduction since there 
was no proof as to what part of the expenses 
was incurred away from home 

“S. D. @& 8. Hecht, CCH 
TC 981: Lawson, CCH Dec 
Summerour wv. Allen, 51-2 
Supp. 318 

“ M. Markovits, CCH Dec 
823; G. Searight, CCH Dec 
731. 


were not 


Dec. 
4191, 


usT« 


18,263, 16 
12 BTA 1076; 
19426, 99 F 


19,138(M), 11 
17,832(M), 


TCM 
9 TCM 
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but such allocation usually ends in an un 
favorable result to the taxpayer.” 


Types of Deductible Business =xpenses 


A salesman seeking a deduction must be 
able to point out an applicable statute and 
show that he comes within its terms.” 
Otherwise the salesman claiming deduc- 
tions should furnish as much definite proof 
of their nature and details as is reasonably 
possible. The evidence might show enough 
general proof and details of expenditures 
to allow a court, if necessary, to make an 
allowance for a reasonable or approximate 
estimate.” 


As the Code not give a detailed 
explanation about deductibility of salesmen’s 
expenses, the Revenue Service, as a result 


does 


of various regulations, court decisions and 
experience, has developed a set of rules over 
the past years that it will continue to use. 
The reason that the employee-salesman is 
required to deduct the expense is inferred 
from the tax rule that taxpayer (em 
ployer) cannot deduct the expense of another.” 


The 


penses 


one 


that before ex 
are deductible as business expenses 
(1) deductible 
as an employee,” 
(2) reasonable and necessary,” (3) incurred 
while away from home (business),” (4) in 
curred in the pursuit of 
(5) direct connection between 
and the on ol 
the saleman’s employer.” 


general rules are 


by a salesman they must be :” 


from compensation paid 


and 
the 


business “ 
have a 
expenditure the 
of If 
any one of the above qualifications is lack- 
ing, the expense ts not deductible as a business 
ex pense 


The 


carrying 
business 


items listed below were allowed 


as 


deductible business expenses under the old 


* Nelson, CCH Dec, 15,084, 6 TC 764 
” New Colonial Ice Company v. Helvering, 4 
{ 1292, 292 U. S. 435 

” Cited at footnote 44 

“ Colston v. Burnet, 3 ustre © 947, 59 F. (2d) 
867; Brice, CCH Dec. 12,464-A, BTA memo. op 

# Jones, CCH Dec. 17,298, 13 TC 880; Flowers, 
cited at footnote 27 

8 Magill, CCH Dec. 1499, 4 BTA 272 

% Lincoln Electric Company, 49-2 ust 
176 F. (2d) 815 (CA-6) 

5 Amoroso v. Commissioner, 52-1 
193 F. (2d) 583 (CA-1) 

* Flowers, cited at footnote 27 

* Lorenz, CCH Dec. 17,155(M), 8 

% Schurer, CCH Dec. 13,829, 
3368, 1940-1 CB 29. 

” Cited at footnote 39 

” Gustafson, CCH Dec. 13,983, 3 TC 998 

“ M. Lucas, CCH Dec. 4380, 13 BTA 642 

“ See footnote 29. 

* O’Meara, CCH Dec. 15,683, 8 TC 622 

“” Perkins, CCH Dec. 19,006(M), 11 TCM 532 

® Limerick, CCH Dec. 17,696(M), 9 TCM 465 


usT¢ 


{ $388 


wstc € 9135 


TCM 720 
3 TC 544; I. T 


Salesmen and Taxes 


Code (unless reference is given to the new 
Code); therefore, it logical to assume 
that they will also be allowed under the 
new Code. 


1s 


These deductions are for stay-away-from- 
home-overnight salesmen only: hotel bills,” 


baggage transfers,” laundry” and meals.” 


The following are deductible for all sales- 
men: transportation 


6 


fares,” stenographic 
* Christmas cards,” lead cards 
and calling cards,” passport fees,” taxi fare,” 
telephone,” travel expenses 
telegraph,” postage,” 
magazines,” 


service,” tips, 


convention,” 
sample rooms,” trade 
occupational license,” Christmas 
presents to customers,” tax consultant (pro 
rate),” pamphlets and printing,” bond pre 
miums,” 


to 


dues to professional organizations * 
and any other genuine business expenses. 


Expenditures at a social or luncheon club 
for lunches can presumably be deducted in 
the same manner as other comparable busi 
ness expenses, subject to various limitations.” 
Social club dues can be deducted if 
creased sales result from such club mem 
bership. A certain percentage of the dues 
will be allowed as an expense if proof is 
shown that the income of the salesman has 


in 


been increased because of his membership.” 


Entertainment expenses for customers 
are deductible provided that they constitute 
ordinary and necessary expenses incurred 
in the operation of selling.” A sales man- 
ager allowed the Court to 
deduct of entertaining his sales 
men was able to prove that it 
an increased income to him.” 


was by Tax 
expenses 
because he 


resulted in 


Often taxes 
However, 


deductible as taxes. 
incurred the 


business 


are not 


where a tax is 
of the 


activities, the tax may be deducted as a 
“ Waddell, CCH Dec. 18,693(M), 10 TCM 1135. 

“T. T. 2156, IV-1 CB 35. 

* Cited at footnote 48. 

” Russell, CCH Dec. 18,890(M), 11 TCM 334 

” Ratterman, CCH Dec. 16,509(M), 7 TCM 476 

™ Sherman, CCH Dee. 18,119, 16 TC 332 

@ Cited at footnote 71. 

% Oppenheimer, CCH Dec 

™ See footnote 2. 

See footnote 2 

*A.R. R. 3131, [1-2 CB 32 

See footnotes 2, 38 

* Shein, CCH Dec. 18,816(M), 11 TCM 191 

See footnote 2. 

“ Todd Johnson v. U. 8. 
F. Supp. 377. 

" Home Guaranty Abstract Company, CCH 
Dec, 15,682, 8 TC 617 (acq., 1947-2 CB 2) 

= Guggenheimer, CCH Dec, 18,899, 18 TC 81; 
Lee, CCH Dec. 15,097(M), 5 TCM 240: two 
thirds of social club dues allowed 

™ Cited at footnote 71. 

“ Christensen, CCH Dec 


as 


direct result salesman’s 


2739, 7 BTA 1156 


, 42-1 usr 


* 9180, 45 


18,825, 17 TC 1456 
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business cost of the 


expense. The entire 
including tax, is 


business deduction.” 


expense, claimed as the 


All types of automobile 
the salesman 


business. 


expenses are 
deductible by when he uses 
the Such expenses as 
gas, oil, grease, repairs,” insurance, depre- 
ciation,” license plates, driver’s license and 
other general upkeep are allowed.” Cost of 
reconditioning an automobile is considered 
a capital expenditure.” If the auto is worn 
out in year, the deductible 
expense.” If it is sold or exchanged and a 
loss is sustained on the sale or exchange, 


car in his 


one cost 1s a 


such loss is a deductible expense.” 


A salesman who works for an out-of-city 
or out-of-state employer can have a room 
in his house which he uses for an office. He 
can work there days or nights making out 
reports, keep records and do 
other work that is necessary for his sales 
job. He is then allowed to deduct such 
services as heat, light and cleaning, as well 
as depreciation on his office furniture, books 
and that one room as a business expense.” 


there, any 


When a personal auto or a room in a pri 
vate residence is used part time for business 
and part time for personal use, the expenses 
of operating the same have to be prorated 
between business deductions and personal 
Prorating is figured on the amount of 
use and time used for business and personal 


reasons 


use, 


Conclusion 


(1) Records of business expenses have to 
be kept for two reasons: (a) so that a sales 
man will know the total of his 
and won't lose money by forgetting an 
expense item and (b) so that if and when 
the salesman is questioned by the Revenue 
Service about his deductions, he will have 
the proof at hand. All receipts 
and proof should be kept for a period of 


expenses 


necessary 


at least five years before being discarded 


(2) Travel expenses include transporta- 
tion, rooms and and are deductible 
by the “stay-away-from-home-overnight” 


salesmen only. 


meals 


(3) Transportation expenses are for fares 
only 


* Sec. 164(b)(3) 

“ Appeal of Maisel, Jr 
BTA 66 

* Bulletin ‘‘F,'' depreciation pamphlet of the 
Internal Revenue Service; the usual deprecia- 
tion period for an automobile of a salesman is 
three years. 

™ Green, CCH Dec 


CCH Dec. 528, 2 


16,931, 12 TC 656. 


94 February, 1955 ®@ 


| The landowner. as well as 


(4) Business expenses are deductible from 
gross income toward adjusted gruss income; 
the standard deduction may also be used. 


(5) An attached itemized list is a prime 
requisite for end-of-the-year tax returns. 


(6) Expenses to be deductible 
adjusted gross income may only be in- 
curred by an employee in the service of 
an employer. 


toward 


(7) If auto or residence is used partly 
for business and partly for pleasure, ex- 
penses have to be prorated between the 
business and the personal use. 


(8) Reimbursement of expense payments 
is income. 

(9) Place of 
residence. 


business does not mean 


(10) Expenses to be deductible have to 
be ordinary, reasonable and necessary. 


(11) Remember the word proof. 


(12) Conclusion to the conclusion: Last 
June a ruling” was made to help guide 
internal revenue officers in determining the 
allowability and amount of travel, enter- 


tainment and other business expenses. 


The ruling declared that too many tax- 
payers are claiming personal, living or 
family expenses as a business deduction, 
with some taxpayers making fictional deduc- 
tions and others making excessive c.aims 
with intent to defraud the government. 
Therefore, each revenue agent was charged 
with the duty of closely scrutinizing the 
claimed deductions for business expenses 


The ruling went on to say that a reason 


able approximation of expenses can be 
given credit by use of secondary sources 
and collateral evidence, such as reasonable- 
ness of expense, reliability and accuracy of 
other records and general 
the It closed 
“Disallowing amounts 


items [expenses] 


credibility of 
with the remark: 
claimed for 


taxpayer. 
such 
merely because there is 
available no documentary evidence which 
will establish the 
reasonable 


precise amount 
doubt ignores commonly 
recognized business practice as well as the 
fact that proof may be 
credible oral testimony.” 


beyond 
any 


established by 


[The End] 


® Doris Jones, CCH Dec 
529. 

” Harbeson Lumber Company, CCH Dec. 7244, 
2 BTA 542. 

"I. T. 3728, 1945 CB 78. 

@“F. D. Newman, CCH 
TCM 908. 

* Rev 


19,004(M), 11 TCM 


Dec, 19,175(M), 11 


Rul. 54-195, I. R. B. 1954-23, 4 
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tions 118, Section 39.501-2 (issued under the 
1020 Code) 


Lalding 


, 
relating tn nerennal 


Sixteen Sources of Farmers 
Tax Troubles in 1954— 


and Every Year—Explained 


Farmers Are Taxpayers, Too 


By PHILIP J. ERBACHER 


The author is a Kansas City, 
Missouri attorney and 

an assistant professor of tax law, 
University of Kansas City. 


helectaenccer by the lack of space devoted 
Y to coverage of the subject, farmers ar 
possibly either (1) not very important tax 
(2) not very well-understood 

However, judging by the 
amount of effort devoted to farmers by the 
Internal Revenue 
and the fact that 
major element in 


payers or 
taxpayers. 


Service at 
the 
the national economic 
setup, the writer concludes that farmers as 
taxpayers are not too well understood ex 
cept by those who work closely with them 
on tax matters. In 


various times 


farm industry is a 


order to assist in a 
small way in throwing the spotlight on the 
farmers this article will ex 
plore some of the aspects of the farmers’ 
tax problems in 1954. 


The 


article, 


as taxpayers, 


writer, prior to 
conducted a 


undertaking this 
very modest survey 
among certain offices engaged in preparing 
farmers’ tax returns in a three-state farming 
area in the Middle West to gather expres 
sions of opinion as to what types of prob 
lems might be troublesome in 1954 in 
preparing farmers’ tax returns. Briefly, 
without classification and without attribut 
ing to any one source, the following items 
were listed as being 
trouble or of interest: 


possible sources of 


(1) problem of obtaining accurate figures 
from the farmer from which to 
returns; 


prepare 


Farmers Are Taxpayers, Too 


before deductions for exnenese and encte 


(2) identification of particular animals 
raised and purchased, which become part 


of the breeding herd; 

(3) method of determining whether ani 
mals are held for breeding, draft or dairy 
purposes, 

(4) 


breeding 


segregation ot! 
stock trom proceeds ot 
other types of livestock; 


proceeds of sales of 


sales of 


(5) application of provisions relating to 
declaration of estimated tax; 

(6) taxability of dividends from coopera- 
tives; 

(7) 


eral 


treatment of costs incurred in a 
improvement 
vators; 


gen 
program for grain ele 
(8) effects of contributions to charity of 
agricultural products, etc., by the farmer; 
(9) deductibility of 
minor children; 


wage payments to 
(10) basis of implements traded for new 
implements, etc., plus boot; 
(11) exchange of 
for labor, etc.; 


(12) records where party furnishes 
capital improvements, and receipts and dis 
bursements are paid out by the other party 
in cash or by check, and the split 
shortly thereafter; 

(13) treatment of 
both as a 


livestock or products 


one 


net 
sale of farm 
residence and as a means of 
livelihood for the farmer, followed by pur 
chase shortly thereafter of another farm 
which also serves as a residence and means 
of livelihood; 

(14) problem of whether the Commis 
sioner under the 1954 Revenue Code might 
attempt to force certain cash-basis farmers 
onto an accrual basis; 


serving 
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et i «is 


The landowner, as well as 
the tenant, is 


a farmer when, according to 
Regulations 118, his 
income is from the crops produced. 


(15) treatment of dams, ditches, terracing, 
etc. ; 


“tarmers 
in relation 


(16) problems arising because 
are more confused all the time” 
to tax matters. 


The 


general 


writer will 
the 


Various 


in a 
the 
methods 
employable in arriving at the farmer's tax- 
able income, inventory methods, 
etc.; then pass specific problems, in- 
cluding some discussion of the points raised 
in the survey; and conclude with a brief 
discussion of records. The “rticle will be 
written on the assumption that cases and 
regulations applicable to the 1939 Revenue 
Code still control to the extent not appar- 
ently inconsistent with the 1954 Code. At 
the time of writing this article, no new 
regulations on the matters in question have 
been issued—to the writer’s knowledge— 
and the Commissioner has ruled that, 
general, existing regulations are still in 
to the extent not inconsistent with 
the new Code (T. D. 6091, August 17, 1954) 


to outline 
returns by 


attempt 
filing ol 


accounting 


way 
larmer, tax 
pricing 


to 


in 


lorce 


Returns and Estimates 


Taking up various aspects of the farmers’ 
tax problems, it is to be noted that an un- 
incorporated farmer, under age 65, is obli- 
gated to file an individual income tax return 
(Form 1040), the same as any othe1 
vidual taxpayer, if gross income 
of $600 or above (1954 Code, Section 6012). 
If he is 65 or over before the close of the 
taxable year, he is required to file a return 
only if his gross income is $1,200 or more. 
An interesting question arises in the case of 


indi- 


he has a 


a farmer; that is, what constitutes gross in- 
come? Is it his gross receipts, gross profits 
or gross receipts less business deductions? 
In Woodside Acres, Inc., CCH Dee, 12,522, 
46 BYA 1124, aff'd, 43-1 ustc 9 9388, 134 
F. (2d) 793 (CCA-2), it was held, in effect, 
that for purposes of the personal holding 
company provision of the law in the case 
of an incorporated dairy farm, gross income 
is interpreted to mean gross receipts from 
dairy farming reduced by expenses or costs 
of producing. In this 


96 


connection Regula- 


Dinenectic Alintment Act ac amended the 


February, 1955 ® 


tions 118, Section 39.501-2 (issued under the 
1939 Code), to personal holding 
company income, that “deter- 
mination must not be made upon the basis 


relating 
gross States 
of gross receipts, since gross income is not 
synonomous with gross receipts.” However, 
in Washington Farms, Inc. v. U. S., 54-2 uste 
q 9444, 122 F. Supp. 31 (decided June 9, 
1954), it was held, in a case involving the 
application of the five-year statute of limi- 
tations where in of per cent of 
gross income allegedly omitted 
from the return, that in determining gross 
income farmer, cost operations 
should not be deducted from gross receipts 
of a farmer. The Washington Farms, Inc. 
case held that the Woodside Acres, Inc. case 
did not rule the issue. In McCulley v. Kelm, 
53-1 uste § 9401, 112 F. Supp. 832, also in- 
volving the application of the five-year stat- 
ute of limitations where in excess of 25 per 
cent of gross allegedly 
omitted, the court stated, at page 836: 


excess 25 
has been 


or a ol 


income has been 


“It is evident from a study of the Form 
1040-F instructions, applicable regulations 
and the dicta in the Woodside-Garret cases 
that a farmer’s costs of production are not 
to be subtracted from in 
order to determine income, at least 
so far as a farmer’s tax return is concerned 
On the cash basis, the gross income from 
farming, designated as ‘gross profits’ 
Form 1040-F, is the total of: (1) selling 
price of livestock and produce raised; (2) 
the profit (excess of selling price over cost) 
on livestock and 
and (3) other farm income itemized in 
column 3 of page 1 of Form 1040-F. It 
is this gross income, plus any income from 


gross receipts 


gross 


on 


other items purchased; 


sources other than farming, that is deter- 


minative of whether a farmer must file a 


return.” 

Further reference is made to the wording 
of Regulations 118, Section 39.22(a)-7 (per 
taining to 1939 Code) where subsection (a) 
refers to of farmers the 
cash basis substantially as defined in the 
McCu'ley v 
tion (b) refers to gross profits in discussing 


gross income on 


Kelm case, and where subsec- 


accrual-basis farmers. 

The writer concludes, on the basis of the 
above discussion, that for practical purposes 
a farmer who has $600 ($1,200 if age 65 o1 
over) of gross profits as computed unde 
Regulations 118, Section 39.22(a)-7, or equiva 
lent regulation to be issued under the 1954 
of Form 1040-F 
(1953) for cash-basis farmers or line 6 of 
Form 1040-F (1953) for accrual-basis farmers 
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before deductions for expenses and costs 
of operating, plus other nonfarm gross in- 
come such as capital gains, etc., should file 
a return and avoid arguments with the 
Commissioner. 


Assuming that a farmer must file a return, 
on a calendar-year basis he must file it on 
or before April 15 following the close of 
the calendar year (1954 Code, Section 6072 
(a)). If he files on a fiscal-year basis (not 
very likely), the return is to be filed on or 
before the fifteenth day of the fourth month 
following the close of the fiscal year. He 
files a regular Form 1040, the same as other 
taxpayers. In addition, Form 1040-F, sched- 
ule of farm and 
the Revenue and 
be used by all report on a 
cash basis” according to instructions issued 
with Ac- 
cording to the same instructions and Regu- 
lations 118, Section 39.22(a)-7(e), the 
of 1040-F is optional with 
taxpayers. It also must be used by farmers 
who keep no records (a practice to be dis 
couraged). Form 1040-F is, of course, merely 
a supplemental 


income expenses, 1S pro- 


vided by 


Service “must 


farmers who 
1953 federal income tax returns. 


use 


accrual-basis 


schedule which 
the figures shown on page 2 
farm profit or loss. 


supports 
of the return, 


In addition to the return, the individual 
farmer, under the 1954 Code (Section 6073 
(b)), who meets the requirements of Section 
6015, must file a declaration of estimated 
tax on or before January 15 following the 
close of the taxable year (fiscal-year farmers 
substitute the month corresponding there- 
to). If, on or before February 15, the indi- 
vidual farmer-taxpayer files a final income 
tax return, he need not file the declaration 
of estimated tax (1954 Code, Section 6015 
(f)(1)). A this 
discussion, is gross 
income from farming for the taxable year 
is at least two thirds of the total estimated 
all 


discussion 


farmer, for purposes of 


one whose estimated 


gross income from sources in the tax 


able year (see prior concerning 


views as to what gross income means in 
the case of farmers). The new Code seems 
to be silent (at the not 
find it possibly stronger glasses are needed ) 
on the point of what date the fiscal-year 
farmer substitutes 15. This 
is probably an oversight because logically 


the same substitution for February, of the 


least writer does 


for February 


equivalent month following close of taxable 
year, should be made as is made in the case 
of substitution 


for January in the case of 


due date of estimate. 


Farmers Are Taxpayers, Too 


at end of his tax vear. the amounts received 


What are the requirements of the 1954 
Code, Section 6015, as to when a farmer 
must file a declaration. He must file a 
declaration if the gross income (from farm 
ing, etc.), other than wages, may reasonably 
be expected to exceed $100 and can be ex 
pected to exceed the sum of: (1) $600 
times the number of exemptions, plus (2) 
$400. To illustrate, Farmer Dryfarmer, who 
has a wife and six children and a gross 
income of $4,500, need not file a declaration. 


To add a touch of humor, Section 6073 
(b) states that farming includes oyster 
farming. (Note—this is probably not hu- 
morous to oyster farmers.) <A_ practical 
problem that may arise is the situation of 
the man who owns ten farms, but actually 
runs none of them, having them occupied 
by ten tenants who operate on a sharecrop 
basis. It seems clear that the tenants are 
farmers, but is the landowner a farmer? 
Under the 1939 Code, Regulations 118, Sec 
tion 39.60-1(a), answers the question thus: 
“If an individual receives for the use of his 
land income in the form of a share of the 
crops produced thereon, 
from farming.” 
the problem seems to be 


income is 
Therefore, the answer to 


“ ” 


yes 


such 


Tax Accounting Methods 


Passing on to various tax accounting 
methods for farmers, it appears that farmers 
have their choice of three methods of re 
porting income: cash, accrual and crop 
basis (1954 Code, Section 446(c); Regula- 


tions 118, Sections 39.22(a)-7 and 39.41-2). 
Under the cash basis, according to Form 
1040-F and Regulations 118, Section 39.22 
(a)-7, the farmer 
income: 
(1) the 
value of 


includes in his gross 


market 
property 


amount of cash or fair 


merchandise or other 

received for raised livestock; 
(2) the 

value of 


amount of cash or fair market 


other 
received for raised products sold; 


merchandise or property 


(3) the gross income from all other sources 
(illustrations include rent received for hire 
of teams and machinery, fees for breeding, 
crop insurance proceeds, payments unde 
AAA, etc. Instructions attached to the 
1953 federal income tax returns distributed 
by the Revenue Service stated: “Farmers 
should report as business income all Gov 
ernment payments, milk 
and and 
received 


such as subsidy 


conservation payments, 


under the Soil 


amounts 
and 
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method of 


Domestic Allotment Act, as amended, the 
Price Adjustment Act of 1938, Section 303 
of the Agricultural Adjustment Act, as 
amended, and the Sugar Act of 1937. 
Farmers who include in their income loans 
from the Commodity Credit 
should attach a statement 
details.” ); 


Corporation 
explaining the 


(4) the proceeds of sale of livestock or 
other items purchased for resale less cost 
to the farmer of such items purchased, 
irrespective of the year in which purchased 


From his gross income, the cash-basis 
farmer may deduct the expenses necessary 
and ordinary to his business of farming. 
Common types of expenses deductible on 
both the cash and accrual basis listed on 
Form 1040-F include: labor hired; feed 
purchased; seeds and plants purchased; ma- 
chinery hired; supplies purchased; repair 
and maintenance costs; breeding fees paid; 
fertilizers and lime; veterinary and livestock 
medicine expense; gasoline, fuel and oil; 
storage and warehousing; taxes; insurance 
on property other than dwelling; farm in- 
terest; water, electricity and telephone; farm 
and pasture rent; freight, express and truck- 
ing; auto upkeep (related to farm); other 
miscellaneous expenses. 


It is to be noted, however, that expenses 
classified as capital expenditures or for 
personal purposes are not deductible. In 
general, it may be stated that items are 
not capital expenditures if, for example, the 
item is a tool or piece of equipment of short 
life or low cost (hand tools, shovels, rakes, 
etc.) (Regulations 118, Section 39.23(a)- 
11) Deduction is allowed to cash- 
basis farmers for proper depreciation on 
buildings (excluding farm residence), equip 
ment, machinery, 
breeding livestock, etc. 
appropriate: How is the 
livestock to be 
farmer? 


also 


fences, dairy, draft or 
The question is 
cost of 


handled by the 


raising 
cash-basis 


It has already been noted that the cash- 
basis farmer deducts the cost of purchased 
livestock bought for when he 
it, not when he purchases it. 
this is not clear to all 
Alvin Glen Hall, CCH Dec 
1220; Wade E. Moore, CCH Dec. 15,491, 7 
rC 1250; Estate of Archie L. Blades, CCH 
Dec. 17,814, 15 TC 190). Cost of purchased 
work, breeding or dairy livestock is a capital 
investment and is so treated by Regulations 
118, Section 39.23(a)-11. In connection with 
livestock 


resale sells 
Apparently 
decisions in 
15,487, 7 TC 


(see 


raised for sale, the cash-basis 


farmer deducts the expense of raising them 


98 February, 1955 °® 


valuing animals must adopt a Jf 


The cash-basis farmer 

gets a ‘‘break’’ on dairy, draft 
and breeding livestock 

raised by him, since 

he deducts the cost of 

raising them, says the auihor. 


as said expense is paid out. The same type 
of expenses related to work, breeding or 
dairy livestock apparently may be expensed 
(Regulations 118, Section 39.23(a)-11; also 
see example at {875.069 of 1954 CCH 
STANDARD FepeRAL TAX Reports, Volume 3). 
Or if he so chooses (according to J. K. 
Lassers, Your Income Tax—1955), he may 
capitalize the expense of raising the work, 
breeding or dairy livestock and depreciate 
them (no specific case has been found so 
holding). In this 
choice would not seem desirable. It would 
appear that the choice given to the cash- 
basis farmer gives him a “break” on dairy, 
draft or breeding livestock raised by 
since he 


most instances, latter 


him, 
may expense the said 


raised items, deducting the expense against 


cost of 


income taxable at ordinary income rates, 
and he may get, in effect, capital gain 
treatment on the sale at a profit, if any, of 
said zero-basis work, dairy 
livestock. The fact that this is so is demon- 
stated by the 
Treasury in 


breeding or 
former opposition of the 
1952 to the use of the cash 
basis of accounting for livestock raisers (see 
also Halstead, “Capital Gains of Farmers,” 25 
Southern California Law Review 36 (1951) ). 


With this coverage of the cash 
basis, which the writer understands is most 


brief 


commonly used by the majority of farmers, 
the topic is now changed. One of the points 
raised in the survey above is whether the 
Commissioner might attempt to force cash- 
basis farmers onto the accrual basis under 
the 1954 Revenue Code. Section 446 makes 
the cash basis acceptable, unless it does not 
clearly reflect income. The writer does not 
have the gift of 
of the 
writing 


forecasting future actions 
Commissioner, but at the 
this 
seems to be acceptable for farmers 

The accrual-basis according to 
Regulations 118, 39.22(a)-7, and 
Form 1040-F, computes his gross profit by: 


time ot 


article, the cash basis still 


farmer, 
Section 


(1) totaling together the inventory value 
of livestock, crops and products on hand 
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at end of his tax year, the amounts received 
from sale of livestock, crops and products, 
during his tax year and miscellaneous in- 
come from the hire of 


etc.; 


teams, machinery, 


from the 
inventory 


(2) deducting above total the 
total of the value of livestock, 
crops and products on hand at the begin- 
ning of his tax year and the cost of live- 
stock and products purchased during tax 
year for resale. 


It is to be noted that if livestock is pur- 
chased for draft, breeding or dairy purposes 
and included in the inventory, such pur- 
chases are to be included under 
livestock and products purchased 
tax year for resale; otherwise, 
excluded and capitalized. 


cost of 
during 
they are 


Assuming that the above gives the gross 
profit, the accrual-basis farmer is then en- 
titled to deduct as operating expenses the 
same general type of expenses as the cash- 
basis farmer,,as noted above. However, the 
expenses are deducted as incurred rather 
than as paid, unless payment and incur- 
rence are simultaneous. Obviously, personal 
expense and capital expenditures are not 
deductible. Regulations 118 gives the accrual- 
farmer an option (although not in so 
many words) in connection with livestock 
acquired for draft, breeding or dairy pur- 
either of capitalizing the cost and 
depreciating it, or of deducting said costs 
and including the dairy, draft, etc., stock 
in the inventory and not depreciating them, 
if the practice is consistently followed (Sec 
tion 39.22(a)-7). 


basis 


pe ses 


Obviously, the farmer on the 


accrual 
basis is entitled to depreciation on items 
of capital nature which have been capital- 
ized, including breeding, dairy or draft live- 
stock, not included in inventory and having 
a capitalized cost. 


The crop-basis method of accounting is 
essentially the equivalent of the completed- 
contract method of accounting for builders, 
etc. Regulations 118, Section 39,22(a)-7(c), 
states: “If a farmer is engaged in produc- 
which take than a year 
from the time of planting to the time of 


ing crops more 
gathering and disposing, the income there- 
from may, with the consent of the 
missioner (see § 39.41-2), be computed on 
the crop basis; but in any such cases the 
entire cost of producing the crop must be 


Com- 


taken as a deduction for the year in which 
the gross income from the crop is realized.” 


Those interested might examine Kahuku 


Farmers Are Taxpayers, Too 


The case of Estate of Adair 
is a good one for the 

light it sheds on two methods 
of valuing livestock— 

(1) cost and (2) cost or 
market whichever is lower. 


Plantation Company, CCH Dee. 4181, 12 
BTA 977 and CCH Dec. 4319, 13 BTA 292. 


Inventories 


Switching back to the accrual basis, it 
seems that possibly the single most im- 
portant element of determining income is 
inventory valuation. It also happens (in 
the opinion of the writer) to be the area 
involving the greatest element of uncer- 
tainty. Be that as it may, the rules are set 
out below. The farm inventories may be 
valued under any one of the following 
methods: 


(1) cost (in case of commingled inven- 


tories, apply FIFO rule); 

(2) cost or market whichever is lower- 
market meaning bid price reflecting cost to 
replace at date of inventory 
118, Section 39.22(c)-2); 


(Regulations 


(3) farm-price method (Regulations 118, 
Section 39.22(c)-6(c)); 


(4) unit-livestock-price method (Regula- 
tions 118, Section 39.22(c)-6(c)), applicable 
to livestock inventory. 


Cost and cost or market whichever is 


lower are methods of 


which are 


pricing inventory 
understood by the 
require explanation 
their being 
demonstrated by referring to Estate of 
Adair, CCH Dee. 11,625, 43 BTA 384. The 


so-called farm-price method 


generally 
reader, so as not to 
here, 


acceptability of usage 


provides for 
the valuation of inventories at market price 
less direct cost of disposition. If this method 
of valuing inventories is used, it must be 
applied to the entire inventory except as 
to livestock the taxpayer’s 
election, under the unit-livestock-price method 
(see Regulations 118, Section 39,22(c)-6(d)). 


inventories, at 


The unit-livestock-price method provides 
for the valuation of the different classes of 
animals in the livestock inventory at a 
standard unit price for each animal within 


a class. A livestock who elects this 
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United 


method of 


valuing animals must adopt a 
reasonable 


classification of the animals in 
his inventory with respect to age and kind, 
so that unit prices assigned will reasonably 
account for costs incurred in producing the 
animals within the several classes. Regu- 
lations 118, Section 39.22(c)-6(e), gives this 
example 


“Thus, if a cattle raiser determines that 
it costs approximately $15 to produce a 
calf, $7.50 each year to raise the calf to 
maturity, his classifications and unit prices 
would be as follows 
$22.50; olds, 


$37.50.” 


calves, $15; yearlings, 


2-year $30; mature animals, 


The farmer, as the illustration points out, 
using the unit-livestock-price method, would 
value the 


breeding, 


his raised livestock in 


inventory 
draft 
to a similar 
formula but using figures based on his own 
experience 


(whether for sale or for 


or dairy purposes) according 
As to animals purchased, the 
that he would value 
the purchased animals at cost, except that 
animals draft or 
dairy purposes can be left out of the in- 
ventory and 


animal is 


regulations indicate 


purchased for breeding, 
capitalized. If 
the should be 
increased at the end of each tax period in 
accordance with the established unit prices 
(no to made if the animal 
is purchased during the last six months of 
the taxable year). 


an immature 


purchased, cost 


increase is be 


Those desiring further light on the prob- 
lem of livestock at might 


examine the case of Estate of Adair, cited 
above 


valuing cost 


Before leaving the subjects of methods 


of accounting and inventory valuation, it 


to note that under the law 
a change in accounting, such as from cash 
to accrual 


might be well 


basis or vice versa, cannot be 


made by the farmer without approval of 
the Commissioner (1954 Code, Section 446 
(e); 118, 39.22(c)-6, 
pertaining to 1939 Code); further, a change 
in method of valuing inventories is a change 


Regulations Section 


in accounting method and must be approved 
by the Commissioner before the change is 
(Regulations 118, Section 39.22(c)-2 
(c)-6), that a farmer who has 
filed previous returns using either cost, or 


made 
and except 
cost or market whichever is lower, in valu- 
ing the unit-live- 
stock-price method for valuing his livestock 
inventories without formal approval of the 
Commissioner prior to doing so. 
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inventories may adopt 


However, 


States, D ( Ss D Cal., Vol 5 CCH. 


February, 1955 ® 


Examination of litigation will show that 
subsection (b)(3) of Section 1231 

{old Section 117(j)) is not as simple 

as it looks at first glance. 


the classification and unit prices are subject 
to approval on audit of the return 
Incidentally, as is well known, at one 
time the Commissioner apparently was re- 
sisting applications of farmers to change 
from the accrual to the cash basis. 
In a release to the press in May of 1953, 
the Commissioner apparently indicated that 
his office would not hold up action on such 
requests. 


basis 


Breeding, Draft or Dairy Livestock 


We come now to certain problems which 
will be discussed without any specific 
tionship of one to the In the fore 
front of these problems are those connected 
with the reporting of the proceeds of the 
sale of livestock held for breeding, draft or 
dairy purposes. It well to 


rela- 
other. 


may be 


the general situation first. 


review 


In connection with the provisions of Sec- 
tion 1231 of the 1954 Code (old 
117(j)), providing for the treatment of rec- 
ognized gains on of property used 
in a trade or business held over six months 
as sales of capital assets, subsection (b)(3) 
states: 


section 


sales 


“Livestock—Such term also includes live- 
stock, regardless of age, held by the tax- 
payer for draft, breeding, or dairy purposes, 
and held by him for 12. months or 
from the date of acquisition. Such 
does not include poultry.” 


more 
term 


At first blush, this section seems simple 
enough. However, in poking around among 
the. embers of dead controversies with the 
Commissioner shown 


as by litigation in 


the courts, we find that it is not so simple. 


In Fox v. Commissioner, 52-2 ustc § 9423, 
198 F. (2d) 719 (CA-4), the facts which 
underlay the court’s findings were briefly 


somewhat as follows: 


In the breeding of cattle, all calves pro- 
duced are not of uniform quality, and peti- 
tioners followed the practice of registering 
only those animals with the Aberdeen Angus 
Association which, m their opinion, gave 
promise of being high-grade breeding stock. 
The animals considered of inferior quality 
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for breeding purposes were not registered 


and were sold for slaughter purposes. The 


proceeds of sales of such culls were not 
in dispute. 
Petitioners apparently conducted their 


operations under conditions whereby heifers 
were bred at 15 months of age or shortly 
thereafter and bulls at 13 months or shortly 
thereafter. Allowing the customary addi- 
tional nine months, it was not until the 
lapse of the additional time that it could be 
definitely determined that the animals would 
produce calves. During the years 1944, 1945 
and 1946, the petitioners sold 118 head of 
livestock. When 
from 
years or 


sold, the animals varied 
five or six months to three 
The bulk of them were 
between the ages of ten and 24 months. 
The differing ages at which the animals 
were sold was due to the differing prefer- 
ences or desires of purchasers. 


in age 
more. 


Some per- 
sons were willing to buy calves to be raised 
for future breeding purposes. Others who 
desired to breed animals immediately pur- 
chased animals which had attained breeding 
age and which either had been bred or were 
ready to breed. Still others purchased older 
animals which, having actually produced 
calves, were considered proven breeders. 


The indicated that the earliest 
age at which any of the heifers dropped a 
calf was 24 months, and the latest, 27 to 
28 months, with an average being adopted 
by the Tax Court of 26 months. It 


evidence 


ap- 
peared also that until a bull reached the 
age of 32 to 37 months, it could not be 


satisfactorily determined that it possessed 
the qualities for peti- 
tioners’ herd, with an average being adopted 
by the 


necessary breeding 


Tax Court of 34 months 


The taxpayers argued that whenever, and 
as soon as, any animal raised by them was 
registered it thereby became a part of the 
breeding herd and that any sum thereafter 
realized from its sale was capital gain (if 
held long enough). The taxpayers further 
argued that the 1951 amendment to Section 
117(j) (which now finds its way into Sec- 
1231(b) of the 1954 Code) refers to 
livestock regardless of age and that, there- 


tion 


fore, the breeding herd may be made up 


of animals too young for breeding. The 
court stated at page 722 of the case: 
“This argument ignores the real point 


of the matter. The important thing is not 
the age of the animals but the purpose for 


which they are held.” 


Applying this philosophy, the court up- 
held the Tax Court’s findings on the facts 
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that cows registered with the Aberdeen 
Angus Association and sold when 26 months 
old or later, and bulls registered with the 
Aberdeen Angus Association and sold when 
34 months old or later, were to be classed 
as breeding stock for purposes of applying 
old Section 117(j). The formula of the 
Fox case was apparently followed by the 
Tax Court in James M. McDonald, CCH Dec 
18,462, 17 TC 210, where it held that all 
purchased cattle for the breeding or dairy 
herd were breeding or dairy stock, the evi 
dence showing that they were purchased to 
inject new blood into the herd. The court 
further held that only raised cattle over 24 
months of age when sold were to be con 
sidered as part of the herd (applying a 
formula similar to the Fox case). However, 
on appeal, the court of appeals made some 
very interesting findings and observations 
which should be quoted in detail. In the 
case of McDonald v. Commissioner, 54-2 ustc 
79488, 214 F. (2d) 341 (CA-2), decided 
July 7, 1954, the court reversed the Tax 
Court, stating in its opinion: 
“The question of purpose for 
animal is held is 
United States v. 
7 9329,) 211 F. 
supra. <j 


which an 
essentially one of fact. 
O’Neill, 9 Cir., [54-1 uste 
(2d) 701; Fox v. C. 1. R 


“The case of Fox v. C. I. R., supra, dealt 
with a similar situation. 
that case raised Aberdeen 


The taxpayers in 

Angus cattle for 
use in their breeding herd and for sale as 
breeders. It appears that the age at which 
they sold their young animals depended on 
the varying preferences and desires of pur- 
chasers. This differs sharply from the prac- 
tice herein, which was to cull animals for 
sale as rapidly 


as they evidenced undesirable 


characteristics. 


“The opinion emphasized the regularity 
and high proportion of sales and the failure 
to test breeding qualities before disposing 


of the animals. And it pointed very strongly 


to the results reached by the Tax Court 
herein. 
“We think, however, that this view pe- 


nalized breeders with skill sufficient to detect 
and cull inferior animals even before they 
have been bred Thus younger animals 
can be accurately culled, and the animals 
which the sold 
this manner. Before an 


taxpayer were selected in 
animal had been 
thus weeded out it was part of the regular 
herd, held for dairy and breeding purposes 


until it should prove unfit. See O’Neill v 
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United States, D. C. S. D. Cal., Vol. 5 CCH, 
1952 Fed. Tax. Rep. §9462 [52-2 ust 
€ 9462|, affirmed United States O'Neill, 
9 Cir., 211 F. (2d) 701 [54-1 uste § 9329]; 
Pfister v. Umited States, D. C. S. D. 102 F. 
Supp. 640 [52-1 ustc { 9276], reversed on 
other grounds United States v. Pfister, 8 
Cir., 205 F. (2d) 538 [53-2 ustc § 9477]. 


‘ 


“And in a very real sense the taxpayer 
could have said at any moment that most 
of his calves were held for possible sale. 
But this was not the motive behind their 
retention, and legislative history of the new 
law shows that motive is to be controlling 
[Italics supplied. ] 


“When Congress undertook to amend 
$117(j)(1), it was made fully cognizant 
of this situation by representatives of live 
stock and breeding associations. Hearings 
before Committee on Finance on H. R. 
4473, Revenue Act of 1951, Part 3, pp. 1538, 
1837, 2396; Sen. Rep. No. 781, 82d Cong., 
Ist Sess. 41-42. And it is manifest that the 
section was drafted with an eye to the 
breeders’ complaints. Thus in defining prop- 
erty ‘used’ in the business the amendment 
speaks of livestock ‘held’ for an appropriate 
purpose, and adds the further provision that 
it applies ‘regardless of age’. The intent 
to repudiate the Commissioner’s views is 
obvious, even without the specific state- 
ments in the Report of the Senate Com- 
mittee on Finance, supra, And it is equally 
clear that the animal need not be mature and 
need not have been put to its intended use.” 
(Italics supplied.) 


The case was reversed and remanded to 
the Tax Court for further action in ac- 
cordance with the opinion. The Solicitor 
(,eneral has announced that no petition for 
certiorari will be filed in the McDonald case. 


See also the following decisions: 

Pfister v. U. S., 52-1 uste $9276, 102 
F. Supp. 640, reversed on other points, 53-2 
ustc § 9477, 205 F. (2d) 538 (CA-8), is a 
case in which heifers were separated from 
rest of cattle in the spring of the year 
following their birth, and when more than a 
year old were placed in a separate pasture 
for breeding (in about July) up to the 
time they were sold late in the fall. The 
evidence showed that the heifers were sold 
because of a prevailing shortage of ranch 
help. Decision was in favor of the taxpayer. 


Deseret Live Stock Company, CCH Dec. 
19,534(M), 12 TCM 310, involved the sale 


Tax laws work to the 
advantage of the farmer who 
keeps records to substantiate 
what he does in his 
understanding of the law. 


of heifers, ages 12 to 22 months except tor 
74 of age 32 months or so. All heifers sold 
were held to be breeding stock. The Tax 
Court seemingly indicated matter of intent 
is a factor under the law as amended (1939 
Code). 


See Diamond A. Cattle Company, CCH 
Dec. 19,927, 23 ‘FC 1, for possible contrary 
view; see also Laflin v. U. S., 51-2 ust 
{ 9467, 100 F. Supp. 353 


The subject is too complicated and too 
controversial to attempt to give any defini 
tive answers here. Items (2), (3) and (4) 
of the little survey discussed above involve 
this and similar problems. The matter of 
identification of the breeding, draft or 
dairy stock would seem to involve the 
application of customary practice of the 
area for identifying livestock, by some 
method commonly used and acceptable, such 
as branding, notching of ears, ear clips, etc., 
together with keeping of adequate records 
with proper entries at the time the animals 
enter the herd, with dates and other in- 
formation. The problem of an adequate 
method of determining whether animals are 
held for breeding, draft or dairy purposes 
would, it seems, involve factual written 
records as indicated, made at the time the 
animal entered the herd (in line with the 
theory of the McDonald case on appeal), 
together with adequate written records made 
at the time the animal was taken out of 
the herd and sold, showing pertinent date, 
age, breeding record (if any) and reason it 
was taken out of the herd and sold. It is 
suggested that those readers working regu- 
larly with farmer clients might very profit 
ably analyze the cases referred to above, 
evolve their own pattern of record-keeping 
for their clients, and then instruct thei 
clients to use some system which they feel 
will bring the client within the fact system 
of the more favorable thinking contained 
in these cases. Possibly the various county 
agents should instruct the farmer on matters 
such as this after having been in turn 
informed on the matter themselves by com 
petent supervisory authority. 
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As to the problem of segregation of pro- 
ceeds of sales of breeding stock (and others) 
from proceeds of sales of other types of 
livestock, it seems that this problem is 
simply the final step in the record-keeping 
which must go on to substantiate the proof 
of the existence of the breeding, draft or 
dairy livestock, the written evidence of the 
how, when, where and why of the disposi- 
tion of the animal, with a matching memo- 
randum from the commission house to fit 
into the records. 


The writer might make the comment 
that the tax laws in general work out to 
the benefit of a taxpayer who understands 
them and operates within them in a way 
which will produce the lowest tax in a 
legally proper manner. They also work to 
the benefit of a taxpayer who keeps records 
to substantiate what he does in his under- 
standing of the tax laws. 


Dividends from Farm Cooperatives 


We pass now to the matter of taxability 
of dividends from farm cooperatives, re- 
ferring to the so-called patronage type of 
dividend as distinguished from a true divi 
dend on a share of stock, which is not 
discussed herein. According to Regulations 


118, Section 39.22(a)-23, issued under the 


1939 Code, which seemingly would be sub- 
stantially applicable, amounts allocated to 
patrons by cooperative associations (whether 
or not entitled to tax treatment under Sec- 
tion 101(12)(B) of the 1939 Code) in cash, 
merchandise, capital stock, revolving fund 
certificates, retain certificates, certificates 
of indebtedness or letters of advice all are 
to be included in gross income in the year 
in which received, according to the fol- 
lowing rules: (1) if in cash—to extent of 
cash received; (2) if in merchandise—to 
extent of fair market value of merchandise 
at time of receipt; (3) if in form of capital 
stock, revolving fund certificates, certifi- 
cates of indebtedness, etc.— 


(a) to extent of fair market value of such 
documents if distributed in accordance with 
a valid obligation in existence prior to re 
ceipt by cooperative of amount allocated; 

(b) in amount of face value of such docu- 
ments if distributed from so-called “rea- 
sonable reserves” under Section 39.101-4(a) 


irom prior years; 


(c) if not covered by (a) or (b), to the 
extent of cash or merchandise when, as and 
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be preferable to make items in the nature 


if received in redemption of such documents 
which are not negotiable instruments; docu- 
ments distributed which are negotiable in- 
struments are to be reported at fair market 
value when received; 


(d) patronage refunds (so called) related 
to nondeductible personal expenditures are 
not reportable as income; patronage re- 
funds related to capital expenditures or 
expenditures for property used in a trade 
or business, if covered by (a), (b) or (c), 
above, are to be used to reduce cost basis. 


A number of cases have been litigated on 
the subject, among which is B. A. Car 
penter, CCH Dec. 19,739, 20 TC 603, where 
the court stated: “The certificates them- 
selves had no fair market value and we 
do not see that whether or not the co 
operative was obligated to issue such cer 
tificates adds anything significant to the 
situation,” 


Additional cases which seem to stand for 
the proposition that patronage dividends 
are not taxable if they have no fair market 
value or conversely that they are taxable 
to the extent of fair market value are: 
P. Phillips, CCH Dee, 18,675, 17 TC 1027 
(appealed November, 1952), involving non 
assignable revolving fund certificates issued 
by a taxable cooperative; William A, Joplin, 
Jr., CCH Dee. 18,848, 17 TC 1526, involving 
reserves and stock issued by tax-exempt 
cooperative; Estate of Wallace Caswell, CCH 
Dec. 18,743, 17 TC 1190, reversed in 54-1 
ustc { 9330, 211 F. (2d) 693, on the ground 
that contingencies prevented the so-called 
dividends from being income at all; George 
Bradshaw, CCH Dec. 17,477, 14 TC 162, 
involving members of a nonexempt co 
operative receiving purchase rebates in re- 
deemable notes. Contingencies would seem 
to eliminate the market value, judging by 
the decision in Estate of Caswell, above, or 
even eliminate the theoretical possibility of 
any income from the so-called dividend. 


It therefore appears that the court rule 
as distinguished from the Revenue Service 
view is that noncash patronage dividends 
are taxable to the extent of fair market 
value when received, actually or construc 
tively. Conversely, if they have no fair 
market value, they would not be income 
until cash or property is received for them 
(if ever). In reference to the appellat 
court decision in the Caswell case, above, 
it seems to the writer that if the decision 
is correct, it must be so on the basis of 


the fact that sufficient contingencies elimi 
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valued at $19,150.67 was donated in 1947 








nate the marketability of the documentary 


dividend, which point the deci- 
fails to mention. In conclusion, see 
Rev. Rul. 54-10, I. R. B. 1954-2, 8, 
where the Revenue discusses the 
application of its own regulation. 


patronage 
sion 


also 


»ervice 


Amortization of Grain Storage Facilities 


The question raised in the survey covered 
the status of costs incurred in a general im- 
provement program for existing grain ele- 
vators; that is, whether such 
subject to five-year amortization; must the 
Capacity tor 


costs are 
storage be and if 
so, how much increase to justify substantial 
expenditures for amortization deduction. 


increased, 


Section 169 of the 1954 Code reads in 
part 
“(a) Allowance of Deduction 


“(1) Original Any 
constructs, reconstructs or 
storage subsection 
(d)) election, be entitled to 
a deduction with respect to the amortization 
of the adjusted basis (for determining gain) 
of such facility 


owner. who 


erects a grain- 
defined in 


person 


facility (as 
shall, at his 


based on a period of 60 
The 60-month period shall begin 
as to any such facility, at the election of 
the taxpayer, with the month following 
the month in which the facility was com 
pleted, or 


months. 


with the succeeding taxable year 
“(d) Definition of Grain-Storage Facility 
For the purposes of this section, the term 

‘grain-storage facility’ means 


“(1) any corn crib, grain bin, or grain 
elevator, or any similar structure suitable 
primarily for the storage of grain, which 
crib, bin, elevator, or structure is intended 
by the taxpayer at the time of his election 
to be used for the storage of grain produced 
by him (or, if the 
partnership, 
thereof); and 


election is made by a 
produced by the members 


“(2) any public grain warehouse pet 
manently equipped for receiving, condition 


ing, and loading out grain, 


the construction, reconstruction, or erection 
of which was completed after 
31, 1952, and on or before December 31, 
1956 If any structure described in 
(1) or (2) of the 
altered or remodeled so as to increase its 
capacity tor [ 
Structure 1s 


December 


clause 
preceding sentence is 
storage of grain, or if any 
through alteration 
or remodeling, into a structure so described, 
and if such 
completed 
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converted, 


alteration or remodeling was 


after December 31, 1952, and 


The Solicitor General of the United 


States has announced that no petition for 


February, 1955 ®@ 


oo 


on or before December 31, 1956, such al! 
teration or remodeling shall be treated as 


the construction of a grain-storage facility.” 


In construing the above section, the re 
port of the House Ways and Means Com 


mittee indicates that the section is the 
same as old Section 124(b) of the 1939 
Code. Perusal of the Senate Finance Com 


mittee report explaining Section 124(b), 
enacted by Technical Changes Act of 1953, 
shows that it is lacking in discussion of the 
point raised in the survey. Amendment to 
Regulations 118, including Section 39.124 
3-1 to B-8, was apparently published in the 
Federal Register on January 19, 1954. The 


pertinent portion is in part set out below 
“39.124B-2 


“(d) Alteration or remodeling.—(1) If 
any structure described in subparagraph 
(1) or (2) of paragraph (a) of this section 
is altered or remodeled so that its capacity 
for the storage of grain is increased, and 
such alteration or remodeling 
pleted after December 31, 1952, and on or 
before December 31, 1956, for the purpose 
of section 124B such alteration or remodel- 
ing is treated as the construction of a grain 
storage facility 


was com 


Such alteration or remodel- 
ing may qualify as a grain storage facility, 
whether or not the original structure con 
stituted a grain storage facility as defined 
in section 124B (d). If the original struc 
ture did qualify as a grain storage facility 
for the purpose of section 124B, the amor 
tization deduction allowable under section 
124B (a) may be taken respect to 
such alteration or remodeling, whether ort 
not the taxpayer or any preceding owner 
elected to take the amortization deduction 
allowable with 
structure 


with 


respect to the original 

(2) Likewise, if any structure not de 
scribed in subparagraph (1) or (2) of para 
graph (a) of this 
through alteration or remodeling into a 
structure so described, and such alteration 


section is converted 


or remodeling was completed after Decem 
ber 31, 1952, and on or before 
31, 1956, for the purpose of 
such alteration or 


December 
124B 


remodeling is treated as 


section 


the construction of a grain storage facility.” 
substantia! 
offers the 
opinion: 


Lacking any 
writer 


guideposts, the 


following purely as his 


The law likely was not intended to cover 
a general remodeling program which in 
cidentally enlarged the capacity or a mini 


mum number of units of capacity. It would 
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ness of the father are deductible (1. T. 3767, 


1945 CB 101). 


It therefore appears that a 
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be preferable to make items in the nature 
of repairs under a separate contract, even 
though performed at the same time as the 
expansion, so as to be able to support the 
full deductibility of the repairs. Further, 
if would be preferable to have the expan- 
sion or conversion performed under a sepa- 
rate contract, even though performed at 
the same time as any repairs, with the 
expansion or conversion of the facility sup- 
ported by a written architect’s or builder’s 
estimate showing the estimated cost of the 
expansion or conversion and the expected 
result in increased grain capacity, or in 
basic grain capacity, as a result of the 
conversion. As to how much capacity must 
be added in order to support the expendi 
tures being classified as an amortizable 
item, it would seem that the basic rule 
which applies to all types of expenses 

that they be ordinary and necessary—would 
apply. Consequently, if the costs of the 
alleged expansion or conversion are so 
exorbitant in relation to the resultant ex 
pansion or conversion of basic facilities as 
to render it obvious that the amounts paid 
were for something other than expansion 
or conversion to a number of units, such 
costs, it would seem, should be capitalized 
as a permanent capital item (to be depreci 
ated) and not subject to 60-month amortiza 
tion or, possibly, classified as repairs de 
pending on the factual situation involved. 


Contribution of Raised Products 
or Stock to Charity 


The next item on the agenda is the 
treatment of contributions to charity of 
agricultural products by the farmer. The 
Internal Revenue Service position, as out- 
lined in I. T. 3910, 1948-1 CB 15, and the 
position it has from time to time taken in 
the courts, seems to be that where inventory 
items or raised products are donated to 
charity and the costs of said items were 
previously deducted, the donation results 
in a taxable income item in the amount 
of the value of the livestock or products 
donated with a corresponding deduction for 
charitable contribution (subject to limita 
tion on deductibility of charitable contribu- 
tions). Apparently, the Service’s philosophy 
stems from Helvering v. Horst, 40-2 ust 
{ 9787, 311 U. S. 112, where detached in 
terest coupons transferred to donee’s son 
were held taxable income to the donor on 
the theory that the fruit of a tree is at 
tributable to the tree. 

However, in White v. Brodrick, 52-1 ustc 
{ 9238, 104 F. Supp. 213 (DC Kan.), wheat 
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Exchange of Products for Services 


valued at $19,150.67 was donated in 1947 
to Food for Friendship, Inc., known as 
Freedom Train. Costs of raising said wheat 
had been deducted and allowed in 1946 and 
1947. The Commissioner increased tax- 
payer's income by $19,150.67 and allowed a 
charitable deduction of $4,083.69 (amount to 
bring contributions to 15 per cent limit). 
laxpayer paid the tax and brought suit for 
refund, The court granted judgment for 
taxpayer for $9,037.43, the amount attribu 
table to the Commissioner’s action, 


The subject has been covered to a degree 
in articles by Robert N. Miller, 5 Tax Law 
Review 1 (November, 1949), Boris I. Bitker, 
65 Harvard Law Review 1375 (June, 1952), 
and others. Without exploring the varying 
facets of the situation, it seems that the 
Commissioner's views have been delivered 
a blow to the solar plexus in the case of 
Campbell v, Prothro, 54-1 ustc 99155, 209 
F, (2d) 331 (CA-5), decided: January 6, 
1954. There the Commissioner had included 
as income to the taxpayer the fair market 
value, at the date of gift, of calves which 
the taxpayer had donated to the Witchita 
Falls Young Men’s Christian Association 
(the costs and expenses of raising them 
having been allowed as a deduction to a 
partnership of which Prothro was a mem 
ber), and had allowed a deduction for the 
charitable contribution. The lower court 
had given judgment for the taxpayer on 
the issue of whether the gift of the calves 
(cost of raising them having been pre 
viously deducted by the partnership) con 
stituted income to the donor. The appellate 
court affirmed the decision, stating 


“We come back, then, to the point of 
departure. Where the calves when trans- 
ferred by gift to the Y. M. C, A. realized 
income to the appellees in the taxable sense. 
We think it clear that they were not, If 
they were, then every appreciation in value 
of property passing by gift is realized in 
come. We know that this is not so, and 
that, though it is and has been the con- 
tention of the Bureau that it ought to be, 
Congress has never enacted legislation so 
providing 


“It is true that efforts have been made to 
procure the enactment of statutes to change 
the rule that a gift does not make the donor 
taxable on unrealized appreciation in the 
value of the property given. Congress has 
so far not adopted, indeed has declined to 
adopt that view. Under the statutes as 
they exist the court may not do so. The 
judgment is right. It is affirmed.” 
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The rule seems to be that where property 
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The Solicitor General of the United 
States has announced that no petition for 
certiorari will be filed in the Prothro case 
No change in the rule has been noted in the 
1954 Code. Based on the case law, as dis 
tinguished from. the Commisstoner’s view, the 
rule at the present time appears to be 


(1) Expenses of raising or purchasing the 
donated product or stock prior to gift are 
deductible if otherwise deductible under the 
tax accounting method being used (effect 
of Prothro v. Campbell, 53-1 uste § 9130 
(DC Tex., 1952); 1. T. 3910, 1948-1 CB 15; 
White v. Brodrick, cited above) 


(2) Deduction is available for charitable 
contribution equal to the fair market value 
of the donated products or stock (apparent 
effect of Prothro v. Campbell; Bitker, article 
cited above; Fargason, CCH Dec. 6601, 21 
STA 1032; Lester A. Nordan, CCH Dec 
20,535, 22 TC —, No. 137) 

(3) No income is realized by the gift of 


the product or stock to charity (¢ ampbell z 
Prothro; White v. Brodrick) 


The view stated above admittedly will 
get the farmer into trouble with the Serv 
ice (not fraud), but if the. deduction is 
worth the money expense of fighting the 
matter, he should be able to win in the 
courts (particularly the district court) under 
the present state of the case law. The tax- 
payer's position on point (1) may, however, 
be vulnerable ultimately (see Bitker, “Chari 
table Gifts of Income and the Internal Reve- 
nue Code: Another View,” cited above) 


Wage Payments by Farmers 
to Minor Children 


Pursuing our several inquiries further, the 
topic of wage payments by farmers to their 
minor children is now examined. The point 
is of interest because the 1954 Code, Sec 
tion 151(e), provides in effect that an indi 
vidual who is a child of the person claim 
ing the exemption and who has not yet 
attained the age of 19 or who is a student 
may be a dependent for the purposes of the 
$600 exemption; student is defined to include 
one who, during each of five calendar months, 
is a student at a full-time educational insti- 
tution or is pursuing a full-time course of 
institutional-on-farm training under the super 
vision of an accredited agent of an educa- 
tional institution or of a state, etc 


It appears that, in general, wages paid 
to a minor for genuine services to the busi- 
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ness of the father are deductible (1. T. 3767, 
1945 CB 101). It therefore appears that a 
farmer-father could pay reasonable wages 
to a son or daughter under 19 years of age, 
or to one who is a student as defined above, 
for actual services rendered on the farm, 
deduct the wages from the farm income, 
and still claim the exemption if the father 
actually contributed more than one half to 
the support of the child, even though the 
son’s or daughter’s wages might exceed 
$600. It is to be noted, however, that since 
all wage payments to be deducted must be 
ordinary, necessary and reasonable, this is 
particularly true where the relationship of 
parent and child exists. Under Regulations 
118, Section 39.23(a)-6, it is stated: “The 
test of deductibility in the case of compensa 
tion payments is whether they are reason- 
able and are in fact payments purely for 
services.” And again under the same regu- 
lations: “(3) In any event the allowance 
for the compensation paid may not exceed 
what is reasonable under all the circum 
stances. It is in general just to assume that 
reasonable and true compensation is only 
such amounts as would ordinarily be paid 
for like services by like enterprises under 
like circumstances.” 


Basis of Implements Traded 
for New Implements 


The point has been raised that certain 
farmers desire to consider as a basis of the 
new item the original cost of the item traded 
plus the cash paid out. This is, of course, 
erroneous. Under the 1954 Code, Section 
1031(a), if property held for productive use 
in trade or business is exchanged solely 
for like property, no gain or loss is recog 
nized on the transaction. The giving of 
boot does not affect the nontaxability of 
the transaction as to the one who pays the 
boot. The basis of the new property ac 
quired under Section 1031(d) is the same as 
the basis of the old property, decreased by 
the amount of money or equivalent received 
by the taxpayer and increased by the amount 
of any gain on the transaction. “Boot” 
given merely adds to the basis of the newly 
acquired property. To illustrate, Farmer 
Jones trades a piece of equipment, a tractor 
let us say, with unrecovered cost basis of 
$200 ($2,000 cost reduced by $1,800 depreci 
ation) for a newer tractor valued at $1,600, 
being allowed $500 on his old equipment 
and paying $1,100 in cash. Basis of the 
new item is $200 plus $1,100 or $1,300. 
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Exchange of Products for Services 


Another item mentioned in the survey is 
the fact that from time to time farmers 
exchange products for part-time services 
rendered to them. Question: how to record 
the transaction and how to handle the trans- 
action, since no money passes. The writer 
would suggest that a simple way to do it 
would be for the farmer to keep a receipt 
book with a carbon in it. Let us say that 
1. Hirem agrees with U. Firem that U. Firem 
will assist I. Hirem in hay baling for a con 
sideration of one cow. Instead of doing 
this, the writer suggests that they agree as 
to the value of the services to be rendered 
and the value of the cow to be transferred 
(which will be the same) which, let us say, 
is $100. After the baling, U. Firem signs 
a receipt for $100 for hay baling services 
with a notation that the item received is 
one cow, value $100. Hirem files the re- 
ceipt with his records and marks his daily 
written records for income of $100 for sale 
of one cow for hay baling services and ex 
penses of $100 for hay baling services paid 
for with one cow, value $100 
the same thing in reverse 


Firem does 
The problem is 
primarily a matter of the farmer doing the 
record-keeping 

The rationale of the above suggestion is 
quite apparent in the case of Malmberg v 
Lamb, 53-2 ustc 9473 (DC N. D.), aff'd, 

F. (2d) where cash and butter were 
received in exchange for milk. The court 
held the market value of butter was income 
to farmer. 


Sale of Farm Residence 


We come now to the question of the 
proper treatment of the sale of a farm serv- 
ing both as a farmer’s residence and as a 
center of farming operations, followed by 
the purchase of another farm to serve as 
both a residence and a center of farming 
operations. The point of the problem is, of 
course, that under the 1954 Code, Section 
1034, if a taxpayer sells his residence at a 
gain and within one year before or after the 
sale purchases another residence for at least 
as much as the adjusted sales price of the 
old residence, no gain is recognized on the 
transaction 


The rule seems to be that where property 
is used partly as a residence and partly for 
business purposes, it is necessary to make 
an allocation between the part used as a 
residence and the part used for business 
(Senate Report No 781, Eighty second 
Congress, First Session, Part 2, page 32) 
The writer has been of the opinion that a 
proper way to do this would be to employ 
the services of a reliable appraiser of farm 
lands in the community to make a written 
appraisal of the farm land sold, segregating 
the value into the value of farm residence 
and reasonable appurtenances thereto, the 
value of the rest of the farm, and the total 
value. Let us say that the figures were 
$6,000, $18,000 and $24,000, respectively 
Ratios could be determined as below 


The same thing would be done with th« 
new farm. Twenty-five per cent of the ad 
justed sales price ol the old residence would 
be compared with — per cent of the pur 
chase price of the new farm to determine 
whether the adjusted sales price had been 
reinvested in the new farm residence; then 
the rest of the rule would be applied. This 
method may be open to criticism, but it 
seems reasonable to the writer since he has 
not observed any better method offered in 
print by the Service to date of writing this 
article. 


Dams, Ditches and Terracing 


The problem of the treatment of cost of 
dams, ditches and terracing, etc., has been 
brought to the fore by the case of Colling 
wood, CCH Dec. 19,878, 20 TC 837. In 1946, 
the Commissioner issued Mim. 6030, 1946-2 
CB 45, wherein it is stated 


“Typical items which are required to be 
capitalized, and to which the option does 
not apply, are such preparatory expenditures 
as the cost of clearing brush, trees and 
stumps; leveling and conditioning of land; 
the cost of trees and the planting of trees; 
drilling and equipping wells; building irriga- 
tion canals and ditches; laying irrigation 
pipes; installing drain tile or ditches to pre 
vent erosion; straightening creek beds to cor 
rect erosion; constructing earthen, masonry, 
or concrete tanks, reservoirs, dams, ditches; 


Value of farm residence ($6,000) 


Total of farm residence ($6000) plus balance of farm ($18,000) 


equals 25 per cent, 


Value of balance of farm ($18,000) 


Total of farm residence ($6000) plus balance of farm ($18,000) 


Farmers Are Taxpayers, Too 


Lee 


equals 75 per cent. 
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building roads; and the cost of physical 
equipment having a life in excess of one year.” 


In Thompson and Folger Company, CCH 
Dec. 18,598, 17 TC 722, the facts were that 
the petitioner deducted as ordinary and 
necessary business expenses amounts ex 
pended by it in leveling and grading hum 
mocky land, the drilling and equipping of 
a well for irrigation and installation of con 
crete pipe and other irrigation structures 
to carry water over land for the purpose of 
making the land suitable for cultivation 
The court held the expenditures to be capi 
tal expenditures 


The Revenue Service in Rev. Rul. 54-191, 
I. R. B. 1954-22, 7, announced that 


“The principle announced in the Colling 
wood case will be followed by the Internal 
Revenue Service in the disposition of other 
cases only if the facts are found to be sub 
Stantially similar to those in that case 


“Generally, expenditures by a taxpayer 
for the construction of earthen terraces on 
land owned by him are not deductible ex 
penses within the meaning of section 23(a) 
of the Internal Revenue Code, but are capi 
tal expenditures, the deduction of which is 
prohibited by section 24(a)(2) of the Code. 
Ordinarily, the construction of earthen ter 
races for the prevention of soil erosion 
increases the value of the property on which 
they are constructed In the absence of 
convincing evidence to the contrary, it will 
be presumed, therefore, that terrace con 
struction of this type is an improvement, 
the cost of which is properly chargeable to 
capital account. However, expenses for 
their maintenance and repair are deductible 
as ordinary and necessary expenses under 
section 23(a)(1)(A) of the Code.” 


The problem of bringing a fact situation 
within the Collingwood case orbit is complex. 
The situation is further complicated by the 
fact that the Service philosophy is that 
earthen improvements either do not depreci- 
ate or last indefinitely with normal mainte- 
nance expenditures Some disagree with 
this view; for example, it is argued that 
ponds fill up with silt causing them in effect 
to depreciate. Be that as it may, the Serv- 
ice philosophy seems to be as stated 


Congress, in the Internal Revenue Code 
of 1954, Section 175, provides relief from 
the difficulties of the problem. In the Sen- 
ate Finance Committee report dated June 
18, 1954, the committee described the prob- 
lem in this way 


“Under present law expenditures made 
by farmers to improve their land are gener- 


New Section 175 permits 
a deduction for expense of soil 


and water conservation. 


ally required to be capitalized rather than 
deducted as current expenses. The capital 
ized’ expenditures increase the farmers’ tax 
basis for the land and are recoverable for 
tax purposes upon sale of the land. How 
ever, the Tax Court has held that substan 
tial expenditures for the terracing of farms 
may be regarded as maintenance costs and, 
hence, be deducted as current expense 


“The House bill permits farmers to elect 
to expense, rather than capitalize, expendi 
tures for soil and water conservation, and 
for the prevention of land erosion, in respect 
of land used in farming. These expenditures 
include: those for the treatment or moving 
of earth, such as leveling, grading, and ter 
racing; contour furrowing; the construc 
tion of diversion channels and drainag« 
ditches; control and protection of water 
courses, outlets and ponds; eradication of 
brush; and planting of windbreaks. These 
expenditures do not include the purchase 
or construction of facilities, appliances, and 
structures made of concrete, metal, and so 
forth, and thus subject to allowance for 
depreciation.” 


Amendment was added by the Senate 
committee to make it clear that earthen 
dams were covered and that construction, 
as well as control of watercourses, etc., was 
covered. 


How does the new Section 175 work? It 
provides, in general, that a taxpayer may 
treat expenditures paid or incurred by him 
during the taxable year for the purpose of 
soil or water conservation in respect of land 
used in farming or for preventing erosion 
as deductible expenses. The amount de- 
ductible in any taxable year is limited to 
25 per cent of the gross income derived 
from farming during the taxable year. The 
excess can be deducted in succeeding years, 
but the total deductible in such succeeding 
taxable year cannot exceed 25 per cent of 
gross income derived from farming Fa- 
cilities, appliances and concrete structures, 
etc., are not covered by the section 

In addition to the items described in the 
Senate Finance Committee report, the law 
provides that the provision shall cover amounts, 
not otherwise allowed as a deduction, paid 
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or incurred to satisfy any part of an assess- 
ment levied by a soil or water conservation 
or drainage district which, if paid or in- 
curred by the taxpayer, would constitute 
deductible expenditures under Section 175. 


The farmer may adopt the method for 
his first taxable year beginning after De- 
cember 31, 1953, and ending after date on 
which this title was enacted, August 16, 
1954; and once a method is adopted (either 
to apply Section 175 or not to apply it), the 
method adopted must be adhered to in com- 
puting taxable income for future years unless 
a change to a different method of treating 
such expenditures is approved by the Com 
missioner. 


It is to be noted that the section raises 
the familiar question of what is gross income 
to a farmer. The Senate Finance 
mittee report in question states: 
from 


Com- 
“The phrase 
farming’ means the 
gross income of the taxpayer from the pro 
duction of crops, fruits or other agricultural 
products or from livestock and includes 
such income from a farm other than the one 
on which expenditures for 
conservation or for the prevention of ero- 
sion [sic].” To a degree this statement begs 
the question. Lacking a regulation to sup- 
port him and based on the discussion earlier 
in this article, the writer assumes that the 
Commissioner will define the term in a new 
regulation to be issued construing Section 
175. The writer will not crawl out on a 
limb by predicting what this regulation 
will say, although it would appear that the 
previous discussion in this article is sub 
stantially applicable. In this instance, the 
writer feels that the law really was intended 
to cover the equivalent of gross profit before 
deduction of so-called operating expenses 
including soil and water conservation ex 
Whether the Commissioner's views 
the same is extremely difficult to 


‘ ‘ 
gross 


income 


soil and water 


penses 
will be 


estimate. 


The problem raised in the survey 
above (exclusive of records, which will be 
discussed last) is that 
confused all the time” in 
matters. 


last 
“farmers are more 
relation to tax 
Quite possibly this is true; after 
reading what has been written in this article, 
the reader may conclude that they are now 


even more confused. Be that as it may, it 


is hoped that some additional light may be 


cast on the farmers’ tax problems. In this 
article, lengthy as it is, many of the farmers’ 
tax problems cannot be covered. However, 
two items which might be labeled “mélange” 


might profitably be glanced at below: 


Farmers Are Taxpayers, Too 


Drought losses.—Buttram v. Jones, 43-1 
ustc § 9359, 87 F. Supp. 322, held drought 
loss to be a casualty loss. This was con- 
firmed in Rev. Rul. 54-85, I. R. B. 1954-10, 
6, and letter to Senator Thomas C. Hen- 
nings, Jr., of Missouri from T. Coleman 
Andrews, Commissioner of Internal Reve 
nue, in 1954. Apparently, there must be a 
“long and unusual drought,” and there must 
be proof of the amount of the loss under the 
formula to be used for determining casu- 
alty losses 


Loss of cattle due to “hyperkatosis.” 
Such loss was held to be a casualty loss and 
subject to the relief provisions of old Sec 
tion 112(f)(3) by Rev. Rul. 54-395, I. R. B. 
1954-38, 7. 


Records 


Passing now from the substantive part 
of this article to the mechanics of records, 
there are basically two kinds of farmers 
for tax purposes, with some additional pos- 
sibilities noted herein, 
farmers and accrual-basis farmers. ‘The 
literal conditions of the regulations are 
nominal in the case of cash-basis taxpayers. 
\s a matter of fact, the regulations gen- 
erally indicate that the cash should 
be used where no books and records are 
maintained. However, Regulations 118, 
Section 39.54-1 (1939 Code), indicates that 
all persons 


These are cash-basis 


basis 


whose incomes arise from the 
sale of products of the soil shall keep books 
of account or records sufficient to establish 
gross income and deductions. Regulations 
118, Section 39.41-3, made it clear that the 
taxpayer was to maintain such accounting 
records as would enable him to return his 
true income, and listed among the 
(1) inventories (obviously not appli 


essen 
tials: 
cable to cash-basis farmer); (2) classification 
of expenditures between capital and expense; 
(3) Capital additions, ete. 


It therefore appears that the 
inventories is 


keeping of 
mandatory for an accrual- 
basis taxpayer (old Regulations 118, Sec- 
tions 39.22(a)-7 and 39.22(c)-1. Actually, 
apart from the requirements of the regula 
tions, records are a highly important part 
of the tax-determination process. 

Items (1), (2), (3), (4) and (15) listed 
above in the survey made have to do di- 
One of 
the sources contacted in the survey stated 


rectly or indirectly with records. 


that for the past ten years or more the par- 
ticular office had required farmer-clients to 
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bring to its office all documents (bank state 
ments, canceled checks, deposit book, etc.) 
for the year to enable it to tie in the return 
with the bank records and net worth changes 
The writer, will not attempt to tell the 
reader how the farmer should keep records 
of his transactions, It is, however, the opin 
ion of the writer that farmers, as much for 
their own benefit as for that of the govern 
ment, should keep adequate records. The 
problem is to accomplish this. The 
that a number of 
farmers have little formal training in 
business matters; 


how 


writer is advised great 


small 
consequently they cannot 
The 
writer’s view is that if a man is qualified to 
be a successful farmer and to make an actual 
proht in 


be expected to keep adequate records 


a notoriously hazardous business, 
then he is qualified either to keep a reason- 
ably satisfactory set of records 
sarily books), or, in the 
employ a small 


(not neces- 
alternative, to 


b« »k- 


local accounting or 


keeping service to do it for him 


The writer has observed several types of 
relatively simple farm records put out by 
local banks in the farm One was 
apparently distributed by the Dakota Na 
tional Bank at Fargo, North Dakota, pub 
lished by a firm in a small North Dakota 
community 


area 


In addition to providing for 


listing of pertinent information on 


various 
classes of income and expense, it provided 
a record for depreciation, inventory of equip 
ment, household purchases, etc. Some simi 
lar record gadget, it would seem to the 


writer, kept up to date, ought to be within 


FUTURE OF OUR ECONOMY 


“When seeks to forecast the 
state of business in the near future, he 
must 


one 


relative influence of 
many forces that do not move in the 


assess the 


same direction at the same time. ’ 
The National Bureau of Economic 
Research has analyzed the 
hundred indices which it has studied 
over the last quarter century. 


“The 
tend to 


several 


found some that 
advance of general 
business, some that move concurrently 
with it, and some that tend to lag. | 
will mention only that have 
tended to move in advance; i. e., to 
lead 

able goods; business 
flected in liabilities; 
worked per week in 


Jureau has 


move m 


those 
These are new orders for dur- 
failures, as re- 
average hours 
manutacturing; 
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farmer. For those 
who run larger operations, it would seem 
to be good and economic sense 
for the farmer to employ some type of out- 
side accounting or bookkeeping service, so 
that he knows where he stands not only on 
his profit-and-loss statement but 
tax matters, 


the reach of the average 


business 


also on 


The last item discussed under records is 
the one raised in the survey; that is, what 
sort of records are to be kept where party 
A furnishes capital improvements 
land, building, etc.) on which the farming 
operation is to be carried out, and party B 
runs the farm, not as tenant, and takes in 
the income, pays out cash 
splits the net with party 
after. 


(tarm 


and 
A shortly there- 
It seems that in such a situation there 
is in fact a joint venture or partnership (at 
least in tax law) and that the proper way 
is to treat the operation as a joint venture, 
at least to the extent of the income and ex 
pense items, accounting for them 
venture items, 


expenses 


as joint 
and filing a partnership re 
turn at the end of the year with the neces 
sary distribution schedule filled out 

This concludes the discussion of farmers’ 
tax problems in 1954. It will be noted that 
the discussion covers some highly contro 
versial areas. If the reader disagrees with 
some of the views expressed it would not be 
surprising in view of the history of conflict 
on some of the items discussed. Those who 
are interested should explore the particular 
topics further as their desires dictate 


[The End] 


residential building ; nonresidential build 
ing; commodity prices; new incorpo- 
rations; and industrial stock prices 

“The majority of these indices are 
still pointing upward. Their favorable 
prognostications are being confirmed 
by the indices that coincide with gen 
eral business, such as nonagricultural 
employment, freight carloadings, and 
industrial production. 

“These indicators appear to be sug 
gesting the likelihood of a continued 
rise in activity. However, like other 
measures designed to 
read the future, they used 
with caution. "From an address 
by C. Canby Balderston, member, 
Board of Governors of the Federal 
Reserve System. 


enable us to 
must be 
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New Depreciation Rules and 
Methods Explained for 
Application to Farm Equipment 


Depreciation for the Farmer 
By JOSEPH J. SCHWARTZ and WILLIAM MEYERS, New York Attorneys and CPA's 


Q' ALL THE CHANGES in the new 
Code, the depreciation provision will 
probably have the most far-reaching effect 
for farmers and farm owners. Yet, not 
many taxpayers are aware of the full impli- 
cations of the new depreciation section. 


Section 167 of the new Code permits the 
taxpayer double the straight-line rate on 
new property for the first year. Although 
this is well known, the effect of this change 
is startling in several ways. 
it may 


For example, 
no longer be good business to rent 
farm machinery or equipment. It 


may be 
better policy 


to purchase new equipment 
and replace it annually. 

To illustrate: If a 
use of a tractor 
rent it; buy 
life; or buy 


farmer requires the 
costing $15,000, he 
it and keep it for its 
it and replace it 
tractor every year. The 
to the taxpayer of 


may 
useful 
with a new 
total after-tax cost 
each of methods 
for a five-year period might be: (1) to rent 
it (assuming an annual rental of $7,500) 

$18,750; (2) to buy it and keep it for its 
$13,125; (3) to buy it and re- 
The new law 
under the last 


these 


useful life- 
place it every year—$3,750 
makes tremendous 
method possible. 


Saving 


Declining-Balance Method 


The most publicized of the new depreci- 
ation provisions permits the taxpayer to 
adopt the declining-balance method of de 
preciation at rates double those permitted 
under the straight-line method. 

Thus, if in 1954 a taxpayer purchases a 
$15,000 tractor with a useful life of five 
years and no salvage value, his depreciation 
allowance for each of the five years of its 
life will be: 


Depreciation for the Farmer 


Straight-Line 
Method 
$3,000 

3,000 
3,000 2,160 
3,000 1,296 
3,000 777.00 


Declining-Balance 
Method 
$6,000 

3,600 


The effect of the new method is to start 
off with the highest deduction in the first 
year of useful life and taper off to very 
low deductions in the last years. It is in 
teresting to note that in the case of a short- 
lived asset with a three-year life, you can 
take a depreciation allowance of 66% per 
cent of cost in the first year under the new 
method as against 3344 per cent under the 
straight-line method In the 
with a long life—for 
years—the new method recovers 
nine years, whereas the straight 
line method takes 12% years. In general, 
the new method depreciates 40 per cent of 
the cost of an asset in the first quarter of 
its life and two thirds of the cost in the 
first half. 


case of an 
example, 25 
half its 


asset 


cost in 


Rent or Purchase 


back to the $15,000 tractor: If 
your farm company is in the 50 per cent 
tax bracket, the $6,000 deduction in the 
first year, under the new method, will save 
you $3,000 in taxes. Therefore, if you sell 
or trade in the tractor for $12,000 at the 
end of the first year and, with the $3,000 
saved, purchase a new one, you have a new 
tractor without any additional outlay of 
capital. You may then take a $6,000 de- 
duction once more in the second year and 
repeat the process. Your only cost will be 
a capital gains tax of $750 each year on 
the excess of the value, $12,000, 


11 


Coming 


trade-in 





overt the adjusted basis of the tractor, 
$9,000. For a five period, the total 
after-tax cost to you will be $3,750 


If, om the 


yceal 


other hand, you were to keep 
the tractor for its five-year life, the depreci- 
ation deductions would total $15,000, and the 
expense and 
field repairs) 
cent per 


overhauling 
would 
year, of 
years, tor a total of 
With your company 
cent tax bracket, the total 
after-tax cost to you is thus $13,125 


ot major repairs 


(as distinguished from 
average about 15 per 
$11,250 for the five 
$26,250 in deductions 


in the 50 per 


rent the 
total five-year rental 
to $37,500, or an 


Finally, if you were to 
for $7,500 a year, the 


would 


tractor 


amount 
$18.750 


after-tax 
cost ot 
under the 
$15,000 tractor annually 


at a net cost ot $750, or 5 per 


It thus becomes possible new 
law to replace the 
cent of its 
following table 


cost oT 


original cost per year, The 


illustrates the annual 


assets which have othe 


replacing 
useful lives 


Cost to Replace It 
Useful Life Annually 


of Original Cost) 


Thus, an asset which costs $15,000 and 


has a ten-year life may be 


replaced annu- 
per cent of $15,000, or 
one costing $15,000 with a 
may be replaced annually at a 
cost of $187.50 per year 


ally at a cost of 2.5 
$375 per year; 


0-year life 


Resale Value 


It should be noted that the above compu 
tations are based on the supposition that 

trade-in value of the asset at 
the end of its first year will equal its 
depreciated value on the straight-line basis; 
or, as in the the $15,000 tractor, 
that its resale value at the end of the first 
vear will be $12,000. If the resale value 
turns out to be lower, however, the cost of 
replacing 


the resale or 


case ot! 


it will, of course, increase. For 
example, if the resale value should be 
$11,000 instead of $12,000 it will cost you 
an additional $1,000 to replace the tractor, 
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but at the same time your capital 


will decrease from $750 to $500 


gains tax 
Therefore, 
the annual replacement cost becomes $1,500 
when the tractor’s resale 
of the year is $11,000. 
Here are the annual 
of the tractor with other 


value at the end 


re plac ement costs 


resale values 


If trade-in 


or resale 


Total replace 
ment costs for 
a five-year 
period will be 
$ 3,750 
7,500 
11,250 
15,000 


Annual 
replacement 
value at end cost will 
of year ts: be: 

$12,000 $ 750 

11,000 1,500 

10,000 2,250 

9,000 3,000 


Full Recovery 


In assessing the new 
should be 


straight-line 


depre ciation pro 
that, 


insures 


visions, it emphasized 
method 

cost at the end of an 
life, the 


leaves an 


whereas the 
the full 


asset’s 


recovery ol 


useful declining-balance 


method unrecovered 


portion ol 
some 8 to 13 per cent for most 
Thus, if you plan to keep 


entire life, the attractiveness of the 


assets 
an asset tor its 
declin 
ing-balance method is considerably lessened 
To deal with 
permits 


this problem, the new law 
switch trom the 
declining-balance method to straight-line de 


taxpayers to 


preciation at any time in the life of an asset. 
The straight-line would then be based 
on the remaining life of the property applied 
to the depreciated balance of the 
the time of the switch 


The solution to 
the problem of unrecovered cost It 
the taxpayer the option to use the 


rate 
asset at 


new law offers another 
gives 
sum-o! 
the-years-digits method of depreciation. This 
method permits the taxpayer to obtain es 
sentially the same results as he would using 
the declining-balance method, while insuring 
the full 


’ 
assets 


recovery of 
useful life. 


cost at the end ot an 


This is how it works 


If a machine has a five-year life, the 
rate of depreciation for the first year will 
be 5/15. The numerator of this fraction 


is the remaining useful life of the machine 


and the denominator is the sum of one plus 
two plus three plus four plus five. In the 
second year, the rate of depreciation will 


be 4/15; in the third year, 3/15; in the 
fourth year, 2/15; and in the fifth year, 1/15 

Thus, the example of a $15,000 
tractor with a useful life of five years and 
no salvage value, here is a comparison of 
the depreciation allowances for each of the 
five years under the three methods 
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Straight-Line 
Method 
$ 3.000 
3,000 
3,000 
3,000 
3,000 


Total $15,000 


Salvage Value 
A cur 


method 


the de 


tax law 


ous aspect of clining-balance 


the new is that it is 
without 


vhere 


under 


computed regard to salvage valu 
significant 
ful life, 
a depreci 
than 


ex 


Therefore, has a 


an asset 


the 


Starts 


value at end ot its 


method 


salvage 


the 


us¢ 


new with 


out 


ation deduction appreciably greater 
straight-line method For 
$15,000 tractor were to 


$3,000 at the 


have 
end of 


out 

value of 
the 

| 


(based on cost le 


its 
annual straight-line d 
ss salvage value 
$2,400. The 1 
the strais 
line rate of 20 per cent on the undeprec iated 


so that the first 


pres 1ation 
divided by 
we" 


metl 


five) will be 


W 


( 
ri 


however, allows twice it 


balance, year's de preciation 
method is still $6,000, the 


is $3,600, and 


unde new 


method the traight-line rate, 


and a 
This 


end 


deduction for the first year is 


half 


two 
straight-line deduction 
the 
The unde 
the 


times the 


produces an unlooked-for result at 


asset’s useful life, as well 


balance of our tractor at end 


$1,166.40, 
method, and if it 
ot $3 O00, there 


ars will be using the 

has a 
then be 
of $1,833.60 upon a subsequent 
glad to pay 


point, atte 


hing balanc e 


age value must 
a capital ain 


sale. Most 


the 


taxpayers will be 


capital gain rates at this 
taken the deductions 


There is litth 


value is significant, 


having out of ordinary 
doubt that 
the 


de lining balan« 


incom«e where 


salvage resulting 
widened 


method 


Zap between the 
depreciation will 
the 
mentioned policy ol replacing assets annually 


and straight-line 


increase the attractiveness of atore 


Used Equipment 


It is important to note that the liberalized 


depreciation methods in the new law 


tax 


are limited to property new m use and, 


before 
This 


equipment purchased in 


theretore, never subject to depreci 
that 


thereafter 


ation allowances means used 


1954 or 


Depreciation for the Farmer 


Sum-of-the-Y ears 
Digits Method 
$ 5,000 
4,000 
3,000 
2,000 
1,000 


-clining-Balance 
V ethod 
$ 6,000 
3,600 
2,160 
1,296 


44/00 


2»? 


$13,833.60 $15,000 


cannot be depreciated under the new method 
Ot the this 
and 


course, purpose of provision 


is to discourage transfers exchanges 
depreciated assets among 
the high initial 
depreciation deductions of the new method 


the 


of partially tax 


payers simply to obtain 


However, since law furnishes a 


new 
strong inducement for the purchase 
unlooked-for 


ot new 
result of this 
the depress 
equipment 


equipment, an 


provision will undoubtedly be 


ing of the market in used 


Written Agreements 


The new law provides the taxpayer with 


an opportunity to enter into a written 


the 


agree 


ment with Service as to useful life and 


his pro 


5 ¢ veral respects 


rate of depreciation of 


not clear in 


property 
vision 1s 
It will be 


Stabilization 


remembered that the Five-Year 


Plan (Mim 


reement 


5881) provided for 


a similar ag and that such agree 


ment was al 


sO applicable to assets “subse 


quently acquired provided such assets have 


substantially the same lives as the 


Does the 


assets 
then in 
the 


us¢ 
Code 


the ag! 


term “property” in 


new only to 


covered in 


rete. 


specihc items 


eement, or does it also 


extend to group account well as 


the 


assets, as 
to subsequently acquired assets, as 


Mim 


Was 
case in 5881 ? 


This 


agreements shall be 


the 


that 
both 


section also provides 


suc h 


binding the 


on 
the 

facts and circumstances not taken into con 
sideration at the time of the 
It is as to the 
concerning new 


which 


taxpayer and Service m absence of 


agreement 


not cleat 


nature of evidence 
facts of circumstances 


the written 
Assume, for example, that the 


may be used to disturb 


agreement 
factor of overtime 
If, 

occurred than originally 
estimated, is this a 


? 


use had originally been 


considered thereafter, much greater 


overtime use was 


“new” factor permitting 
revision? Similarly, does the problem apply 
to other fac tors, such as unanti« Iipate d obso 


unskilled 


and deterioriating climatic conditions? 


lescence, excessive use of labor 
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Some Other Problems 


There are other interesting problems 
raised by the new depreciation provisions 
For example, the Code provides that, in 
the case of property the construction of 
which is begun in 1953 and completed in 
1954, the new depreciation methods may 
be availed of only as to the portion con- 
structed or erected in 1954. J his, of course, 
discriminates against the taxpayer who 
erects his own building. If he begins con- 
struction in 1953 and finishes in 1954, he 
must allocate the cost of the building, 
whereas a taxpayer who purchased a new 
building early in 1954 gains the full benefit 
of the new provisions. Perhaps the tax- 
payer who has been so discriminated against 
may find tax relief by transferring the build 
ing, upon completion, to a related entity 
and having this related taxpayer use the 
new methods. Where such transfer is not 
made, however, difficult accounting and 
administrative problems arise. The costs of 
the building both before and after Decem 
ber 31, 1953, must be separated so that 
different depreciation methods may be ap- 
plied to each. This raises some points con 
cerning allocation of work in process as 
of December 31, 1953, which the Service 
will find difficult to administer 


Another obscure point under the new 
Code is whether, and to what extent, the 
new depreciation methods may be used on 
rebuilt property. The Code says that these 
methods shall apply to property constructed, 






AS THE ClO SEES IT 


“Instead of attempting to bolster 
consumer buying power and spending 
after it took office in January 1953, the 
Eisenhower Administration embarked 
on its trickle-down policies. Interest 





rates were raised in the spring of 
1953, despite warnings of a possible 
downturn Increased interest rates 
discouraged small businesses and con 
sumers from buying goods and mak- 
ing investments; this policy was later 
reversed after damage to economic 
activity was done. In revising the 
tax structure in 1954, special benefits 
were extended to business and wealthy 
families 


“The following is an indication of 
required policies in 1955 to strengthen 
the economy’s mass consumption base 
and provide the necessary basis for 
attaining full employment 


reconstructed or erected after December 31, 
1953. To what degree must property be 
rebuilt in order to comply? Is a recon- 
ditioned machine reconstructed, or must a 
specific percentage of its parts be replaced 
before it will be considered as “recon- 
structed”? It will be inter sting to see how 
the Treasury interprets this provision; since 
a taxpayer cannot gain the benefit of the 
new method by purchasing used equipment, 
it would be odd if he were able to do so by 
reconditioning his own equipment. 


Conclusion 


Consequences of the application of the 
new depreciation rules may prove more 
startling, we believe, than the proponents 
of this legislation ever imagined. Congres- 
sional estimates of tax loss to the Treasury 
have run as high as $19 billion for the 
period from 1954 to 1972. Because of the 
benefits derived from trading in rather than 
keeping equipment and plant facilities, it 
is our guess that this loss will be much 
greater. Certain it is, too, that increased 
capital investment, as well as replacement 
of existing facilities, will result in acceler- 
ated mechanization and, therefore, more 
efficient equipment and increased produc- 
tion. As a concomitant of this, of course, 
labor displacement problems will be thorny 
and numerous. It may very well be, there 
fore, that Congress, in approving this legis 
lation, will have created many more prob 


lems than it had bargained for. [The End] 


“1. Gains in wages and working 
conditions and the adoption of guar- 
anteed annual wage plans. 

“2. Tax policy designed to strengthen 
consumer buying power. 

“3. Two million new housing units 
a year 

“4. Improved social security. 

“5. National health program. 

“6. Improved unemployment com- 
pensation system 

“7. Increase in federal legal mini- 
mum wage to $1.25 an hour 

“8. Improved agricultural support 
programs. 

“9. Government aid to small busi- 
ness. 

“10. Special assistance for chroni- 
cally-distressed areas. 

“11. Expanded government aid for 
public services.”—Economic Outlook, 
December, 1954. 
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Income Tax Relief Is Urged 


to Stimulate Creation 


of Off-Street Parking Facilities 


Are We Parked in a Tax Zone? 


By THOMAS M. BULLOCK 


T HE LACK of proper and sufficient off- 
street parking of 
parently 
property 


automobiles is ap- 
serious deterioration to 
retarding business 
activity in various sections of many cities 
throughout the nation. It is urgent that 
all possible steps be taken at once to relieve 
this situation. Probably no one disputes 
the fact that traffic congestion in some 
areas of many cities would be greatly re 
duced if more people left their automobiles 
at home and rode busses; but some people 
feel that there are several advantages to 
using their automobiles—despite traffic and 
parking problems. One of those ad- 
vantages would seem to be that the private 
automobile can arrive at the congested 
business and shopping areas, in many cases, 
quicker than a bus, inasmuch as the bus 
has to stop from time to time to load and 
unload passengers 


causing 


value and is 


Numerous taxpayers are presently ex 


panding their trades or businesses; they are, 


'The complete text of H. R 
follows 

To amend the Internal Revenue Code to pro- 
vide a deduction from gross income for losses 
sustained by reason of the voluntary demolli- 
tion of a building by a taxpayer operating a 
trade or business, effective with respect to tax- 
able years beginning after December 31, 1953. 

Be it enacted by the Senate and the House 
of Representatives of the United States of 
America in Congress assembled, That the head- 
ing of subsection (j) of section 117 of the In- 
ternal Revenue Code is hereby amended to read 
as follows 

‘(j) GAINS AND LOSSES FROM INVOLUN- 
TARY CONVERSION AND FROM THE SALE 
OR EXCHANGE OF CERTAIN PROPERTY 
USED IN THE TRADE OR BUSINESS AND 
LOSSES FROM CERTAIN VOLUNTARY DEM- 
OLITIONS OF BUILDINGS.—’’. 

SEC. 2. Section 117(j)(2) of the Internal 
Revenue Code (relating to general rule for de- 
termining gains and losses) is hereby amended 
to read as follows 


7598 reads as 
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therefore, compelled to purchase land with 
buildings thereon, which buildings are sub- 
sequently demolished in order that the 
vacant land may be used for off-street 
automobile parking or for the erection of 
new buildings for use in operation of their 
various trades or businesses 

Federal income tax 


relief is proposed 
by allowing 


against gross income 
on demolition of buildings for all taxpayers 
operating a trade or business, irrespective 
of whether or not they thereafter use only 
the unimproved land or erect a new build 
ing thereon, 


losses 


Federal income tax relief is 
also proposed by allowing depreciation on 
a building for the length of time held 


preceding the date of demolition thereof. 


Congressman J. Vaughan Gary introduced 
in the House of Representatives of the 
Congress of the United States on January 
28, 1954, H. R. 7598? to amend the Internal 
Revenue Code to permit an allowable de- 
duction against gross income for losses 

(2) GENERAL RULE.—If, during the tax- 
able year, the recognized gaing upon sales or 
exchanges of property used in the trade or 
business, plus the recognized gains from the 
compulsory or involuntary conversion (as a re- 
sult of destruction in whole or in part, theft 
or seizure, or an exercise of the power of 
requisition or condemnation or the threat or 
imminence thereof) of property used in the 
trade or business and capital assets held for 
more than six months into other property or 
money, exceed the recognized losses from such 
sales, exchanges, and conversions, and the rec- 
ognized losses (which shall be the adjusted 
basis of the buildings provided in section 
113(b)) from the voluntary demolition of bulld- 
ings held for’more than six months if the land 
upon which the demolished building stood is to 
be used in the trade or business of the tax- 
payer demolishing such building, such gains 
and losses shall be considered ag gains and 
losses from sales or exchanges of capital assets 
held for more than six months. If such gains 

(Continued on following page) 
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Mr. Bullock is corporate tax accountant, 
Mechanics and Merchants Bank, Richmond, Virginia. 4 








stained from the voluntary demolition of 
a building, acquired with intent to demolish, 
by all classes of federal income taxpayers 
peratu trac r busimess, here the 
land on hich the demolished building 
stood is to be used in the trade or business 
of the taxp demolishing such building, 
and rewardless of whether or not a new 
buildi erected thereon H Ik 7598 

uld al low depreciation on said building 

Section 123l(a) of the Internal Revenue 
Code of 1954, which is the complete re 
enactment of Section 117())(2) of the 1939 
Code, permit an allowable deduction 
against gross income for losses sustained 
from the voluntary demolition of a buildi 


(Footnote 1 continued) 
do not exceed such losse 
shall not be 


sales or exc! 


such gains and losses 
gains and losses from 
capital assets. For the 
lis paragraph 


considered as 
anges of 
' 


purposes of t 


(A) In determining under this 
whether gains exceed losses 
therein shall be included only if and to the 
extent taken into account in computing gross 
income and the losses described therein shall be 
included only if and to the extent taken into 
account in computing net | ye, except that 
tion (d) shall not apply 


paragraph 
the gains described 


ibsec 


(B) Losses upon the destruction, in whole 


or in part, theft or seizure, or requisition or 
condemnation of property used in the trade 
or business or capital assets held for more 


than six months shall be considered losses from 
a compulsory or involuntary conversion 

SEC. 3. Section 23(i) of the Internal Revenue 
Code (relating to basis for determining loss) is 
hereby amended to read as follows 


(4) BASIS FOR DETERMINING LOSS 
The basis for determining the amount of de- 
duction for losses gustained, to be allowed 
under subsection (e), (f) or (gg), and for bad 
debts to be allowed under subsection (k), shall 
be the adjusted basis provided in section 113(b) 
for determining the loss from the sale or other 
disposition of property 

SEC. 4. Section 23(1) of such Code (relating 
to deductions from gross income for deprecia- 
tion) is hereby amended by striking out the 
period at the end of parargaph (2) and insert- 
ing in lieu thereof a comma and the word ‘or,’ 
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floors were occupied by the restaurant 


The 


February, 1955 @ 


if such building was used in the 
business of the 


trade « 
taxpayer at the time such 
building was demolished 


H. R. 7598 would have permitted the 
same sound and equitable federal income 
tax treatment to the taxpayer operating a 





trade or 


business who acquired land and 


a building thereon for the purpose of 


demolishing the building and then use 
either the unimproved or improved land 
in its trade or business; as under the 
existing Section 123l(a), the taxpayer 1 
now permitted to deduct a loss from th 
demolition of a building if such building 
ere used in its trade r business at tl / 


time of demolition thereof, regardless « 


ind by adding after paragraph (2) the follow 
ing new paragraph 

(3) of buildings purchased with the intent 
to voluntarily demolish in order to use the land 
upon which any such demolished building stood 
in the trade or business of the taxpayer demol- 
ishing such building.”’ 

SEC. 5 Section 23 of the Internal Revenue 
Code (relating to deductions from gross in 
come) is hereby amended by adding at the end 
thereof the following new subsection 

‘(gg) LOSSES DUE TO VOLUNTARY DEM 
OLITION OF BUILDINGS resulting 
from the voluntary demolition of buildings if 
the land upon which the demolished building 
stood is to be used in the trade or business of 
the taxpayer demolishing such building."’ 


SEC. 6. Section 113(a) of the Interna! Rev 
enue Code (relating to adjusted basis for de 
termining gain or loss) is hereby amended 
by adding at the end thereof the following 
new paragraph 

(24) BUILDINGS ACQUIRED WITH IN 
TENT TO DEMOLISH.-—-If the property con- 
sists of a building or buildings purchased by 
the taxpayer with the intent to demolish such 
building or buildings in order to use the land 
upon which such building or buildings stood in 
the trade or business of the taxpayer then the 
basis shall be the same as it would be if the 
property had not been acquired with such intent 
to demolish the bullding or buildings."’ 


SEC. 7. The amendments made by this Act 
shall apply only with respect to taxable years 
beginning after December 31, 1953 


Losses 
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whether or not the taxpayer thereafter uses 
either the unimproved or improved land in 
its trade or business 


The House Committee on Ways and 
Means and the Senate Committee on Fi 
nance did not take any action on H. R 
7598 during the 1954 session of Congress, 
it having been agreed that those two staffs 
would make a further study of H. R. 7598, 
looking toward legislation this year 

Reference is made to two taxpayers—(1) 
Mechanics and Merchants Bank and (2) 
Lynchburg National Bank and Trust Com 
pany. 


(1) The Mechanics and Merchants Bank, 
Richmond, Virginia, owns two residential 
houses and land, one purchased in 1948, the 
other m 1953 Both houses are occupied 
by family tenants from whom the bank 
presently 


The bank 
| 


receives gross rental income 

purchased those residential 
ouses for ultimate demolition thereof to 
use the land for automobile parking for 
customers of the bank Family tenants 
were occupying these two-story brick rent 
al-residential houses when purchased by the 


bank. 


The Treasury Department advised that 
under existing Section 39.23(e)-2 of Regu 
lations 118, the Mechanics and Merchants 
Bank is not permitted, at the present time, 
to deduct depreciation on the appraised 
values (by protessi nal real estat ap 
praisers) of these two rental-residential 
houses. Notwithstanding the fact that the 
Mechanics and Merchants Bank is present 
ly being assessed federal income taxes on 
the rental income received from the oc 
cupant family tenants, the Treasury Depart 
ment held that those two residential houses 
have a cost basis of zero to the bank under 


Section 39.23(e)-2, which reads as follows 


“Voluntary removal of buildings. Loss 
due to the voluntary removal or demolition 
old buildings, the scrapping of old 
machinery, equipment, etc., incident to re 
newals and replacements is deductible from 
ss income. When a taxpayer buys real 
estate upon which is located a_ building, 
which he proceeds to raze with a view to 
erecting thereon another building, it will 
be considered that the taxpayer has sus 
tamed no deductible loss by reason of the 
lemolition of the old building, and no 


deductible expense on account ot the cost 


r 


of such’ removal, the value of the real 
estate, exclusive of old improvements, being 
presumably equal to the purchase price ot 
the land and building plus the cost of 
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removing the useless budding.” (Italics sup 


plied.) 


The Treasury Department held that under 
the aforesaid section the Mechanics and 
Merchants Bank is not presently permitted 
to deduct any annual depreciation on the 
cost of those two rental-residential houses 
and would not be permitted to deduct any 
loss of any amount attributable to the 
voluntary demolition of those rental-resi 
dential houses because it was held that the 
cost basis of each house is zero for federal 


income tax purposes 


Under existing regulations of the Trea 
ury Department, the Mechanics and Mer 
chants Bank is permitted to deduct against 
its gross income depreciation on its banking 
house building and would be permitted to 
deduct ag 


basis of its banking-house building in the 





unst its gross income the adju ted 


event of demolition thereof, regardless of 
whether or not a new banking-house build 
ing were erected or the unimproved land 
were: used by the Mechanics and Mer 
chants Bank in its trade or business 


Here is a case where the Treasury D« 
partment says that the Mechanics and 
Merchants Bank would have an allowabk 
demolition loss on the banking-house build 
ing; and the Treasury Department says 
that the same bank is not presently pet 
mitted any allowable depreciation on it 


two rental-residential houses and would not 
be permitted any allowable demolition los 
in the event that those two rental-residential 


houses were demolished 


} 


(2) The Lynchbur 


National Bank and 
rust Company, Lynchburg, Virginia, put 
chased improved real estate, land and build 


ing, immediately adjacent to its bank 


building, for $37,500 in 1940. That banl 
allocated $5,225.25 to the three-story brick 
building and $32 74.75 to the land That 


bank deducted depreciation on its federal 
income tax returns in the amount of 2 pet 


cent. The aforesaid property was purchased 
by the Lynchburg National Bank and Trust 
Company with the intent of demolishing the 


building situated thereon and erecting in it 
place an addition to its main banking-hous« 
building in order to expand its available 
banking facilities and activitic Due to 
war restrictions, demolition of that buildin; 
and construction of a new bank addition 
were postponed At the time of purchase, 
the three-story brick building was rented 
by the Lynchburg Bank to a retail shoe 
store and restaurant The front half of the 
ground floor and the second and _ third 
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floors were occupied by the restaurant. The 
shoe store tenant the 
continuously until demolition of 
half of the building in 
therefor to that bank 


occupied premises 
the front 
1949, paying 


The restaurant 


rent 
ten- 


ant occupied the premises continuously 
until 1946, paying rent therefor to that 
bank. On April 29, 1946, the entire rear 


half of the building, consisting of that por- 
tion thereof occupied by the restaurant, was 
destroyed by fire. On June 13, 1946, the 
Lynchburg Bank received fire insurance 
proceeds of $9,902.84 because of that fire 
The fire damaged the entire rear 
half of the building to such an extent that 


loss. 


such portion of the building was demolished 
in 1946. During 1949, the front half, o1 
remainder, of the building was demolished, 
and addition to the 
sank building was begun on the 
entire property 


the construction of an 
Lynchburg 
The new building occupies 
the same land as the old building did. The 
new building has been used, since its com- 
pletion in 1950, entirely for the Lynchburg 
Bank’s business operations 


The Tax Court held* that the entire fire 
insurance proceeds of $9,902.84 was gross 
income of and taxable to the Lynchburg 
National Bank and Trust Company. The 
Tax Court further held that the cost basis 
of that building was therefore, no 
depreciation was allowed for federal income 
tax purposes. 

The Tax Court held that the aforesaid 
Section 39.23(e)-2 of the Treasury Depart- 
ment regulations applied to the Lynchburg 
National Bank and Trust Company. 


zero; 


Counsel for the 
Lynchburg Bank 
follows 


“It has consistently been held that it is 
the original intent at the time of purchase of 
the property which determines whether any 
portion of the purchase price is allocable to 
the improvements or whether the entire 
purchase price must be charged to the land 
in situations involving 
result of voluntary demolition of the im 
provements. Liberty Baking Co. v. Heiner, 
{2 ustc 9 463,] 37 F. 2d 703, 704 (C. A 
3rd); Union Bed & Spring Co. v. Commis 
sioner, [2 ustc §505,] 39 F. 2d 383, 385 
(C. A. 7th); Providence Journal Co. vy. 
Broderick, [39-2 usrce § 9563,] 104 F. 2d 614 
(C. A. Ist); N. W. Ayer & Son, Inc. v. 
Commissioner, [CCH Dec. 18,572,] 17 T. C 
631. The apparent 


that 
part, as 


government in 


case stated, in 


alleged loss as a 


underlying reason for 


2 Lynchburg National Bank and Trust Com- 
pany, CCH Dec. 19,763, 20 TC 670, aff'd, 54-1 ust 
€ 9128, 208 F. (2d) 757 (CA-4) 
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the above-mentioned professions through- 
out the nation, 


February, 1955 °@ 


The urban traffic congestion 
problem is a matter 

of concern to practically every 
municipality throughout the country. 


the disallowance of any loss in these cases 
is the fact that the improvements demolished 
have no basis, the entire purchase price having 
been applied to increase the basis of the 
land. While involve 
rather than depreciation and no cases pre 
senting this question with respect to deprecia 
tion have been found, nevertheless, the 
principle involved would seem equally ap- 
plicable in both situations, since the basis of 


these cases losses 


the improvements involved must necessarily 
be the same with respect to both questions 
In the cases cited, depreciation deductions 
had in fact been allowed prior to demolition 
of improvements, 
denied a 


and those decisions which 
recognizing this fact, held 
that the undepreciated value of the build 
ings must be charged to capital investment 
This would not 
ogate the position 
here, since obviously those taxpayers could 
not be permitted to capitalize their entire 
purchase price when they had, in fact, re 
cewed some depreciation deductions 


k SS, 


seem in any way to der- 


. : ; ‘ 
trom (Commissioner's 


“The decision in Work Clothing Corp v 
Commissioner, decided May 19, 1949 
[CCH Dec. 17,004(M), 8 TCM 506], cited 
by taxpayer (Br. 10), is inapposite here 
since, in that case, the Tax Court found 
that there was no intention of demolishing the 
buildings on the property purchased at the time 
of purchase, and, of course, the Commis- 
sioner’s position taken in that case cannot be 
considered binding here 


“The fact that the brick building actually 
had value and produced income is not 
necessarily material, since, obviously, it is 
perfectly possible for property to have a 
fair market value income 
and at the same time have a basis of zero 
for tax purposes 













and to produce 


“It is submitted that the 
Tax Court was correct in concluding that, 


respectfully 


since the property involved was purchased 
with the intention of demolishing the brick 
building, the purchase price was properly 
charged to the land, and the building had 
a basis of zero, and, in accordance there 
with, in denying taxpayer any deduction 
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is inseparable from the purchase of the 
building. The taxpayers can never recover 


LDA ON pert ae 


Ace 


for depreciation with respect to the build- 
ing.” (Italics supplied.) 

The foregoing reflects that the regula- 
tions, Section 39.23(e)-2, were held appli- 
cable to the two rental-residential 
of the Mechanics and Merchants Bank and 
to the rental building of the Lynchburg 
National Bank and Trust Company in that 
the cost basis ef the buildings was zero in 
the hands of those taxpayer-banking insti- 
tutions, and that there is no cost basis for 
allowable depreciation and no cost basis for 
allowable deduction of losses from demoli- 
tion of all of those buildings federal 
income tax purposes. 


houses 


for 


Section 167(a) of the 1954 Code (com- 
plete re-enactment of Section 23(1) of the 
1939 Code) provides: 


“GENERAL RULE.—There shall be 
allowed as a depreciation deduction a rea- 
sonable allowance for the exhaustion, wear 
and tear (including a reasonable allowance 
for obsolescence )— 


(1) of property used in the trade or busi- 
ness, or 


(2) of property held for the production of 


income.” (Italics supplied.) 
Section 39.23(a)-15 of 
provides: 


the regulations 
“Similarly, ordinary and necessary 
penses incurred in the management, 
servation, or maintenance of a_ building 
devoted to rental purposes are deductible 
notwithstanding that there is actually no 
income therefrom in the taxable year, and 
regardless of the manner in which or the 
purpose for which the property in question 
was acquired.” (Italics supplied.) 

The above-mentioned section of the regu- 
lations conclusively shows that operation 
expenses such as repairs, real estate taxes 
and fire insurance premiums are allowable 
deductions to the Mechanics and Merchants 
3ank with respect to the two rental-resi- 
dential houses, notwithstanding the fact 
that Section 39.23(e)-2 of the regulations 
does not permit any allowable depreciation 
on the same two residential houses and 
would not permit any demolition losses in 
the event those buildings were demolished. 


ex- 
con- 


The purchase price of the Mechanics and 
Merchants Bank’s office building represents 
an actual monetary investment therein, and 
that bank can recover the adjusted cost 
basis thereof from year to year for federal 
income tax purposes by allowable deprecia- 
tion thereof, by allowable demolition loss, if 
demolished, or by sale thereof. The pur- 


Are We Parked in a Tax Zone? 





How to Get the Most out of Our 
Streets, distributed by the 

United States Chamber of Commerce, 
covers the parking problem. 


chase price of that bank’s two rental-resi- 
dential buildings represents also an actual 
monetary investment therein, and that bank 
can recover such actual monetary invest- 
ment for federal income tax purposes only 
by sale of the unimproved land after those 
two residential houses have been demolished 


The actual monetary investment in those 
two residential houses can never be re 
covered for federal income tax purposes 


either by depreciation or by a demolition 
loss, because the Treasury Department 
holds that the cost basis thereof is zero. 
The Treasury Department further holds that 
if these two existing residential houses were 
sold today, and the Mechanics and Merchants 
Bank retained the land, the cost basis of those 
buildings would be for computing a 
taxable gain for federal income tax purposes. 
The actual monetary cost of those resi- 
dential houses would be as much an economic 
and realistic financial loss of that 
the event of demolition 
actual monetary 


Zero 


bank in 
thereof as the 
that bank’s office 
building would be an economic and realistic 
financial loss in the event that the bank’s office 
building were demolished. Moreover, it 
would be immaterial whether the demolitions 
were voluntary or involuntary in determining 
that the Mechanics and Merchants Bank's 
capital was invested in its office building and 
residential houses at the time of either vol 
untary or involuntary demolition thereof 


cost of 


Depreciation on buildings and charging 
off losses from demolitions of buildings 
are recognized as sound accounting prin 
ciples by the members of the accounting 
profession throughout the United States, 
regardless of the purpose for which build 
ings are acquired by federal income tax 
payers. Such accounting principles are also 
recognized by the economists, Federal De 
posit Insurance Corporation examiners, 
Federal Reserve Bank examiners, the legal 
profession, national bank examiners and the 
real estate profession. The national bank 
examiners are under the jurisdiction of 
the Treasury Department. The practice of the 
Treasury Department in holding that the 
monetary investment in a demolished build- 
ing is not an economic and realistic financial 
loss to all classes of 


federal income tax- 
payers appears to be without support from 








the above-mentioned professions through- 
out the nation, 

If H. R. 7598 is inequitable and unsound, 
then Section 171 (Amortizable Bond Pre- 
mium) is also unsound; therefore, no bond 
premium loss should ever be an allowable 
deduction against gross income. 

In my opinion, the only basic difference 
between the aforesaid two classes of assets 
is that Section 171 of the 1954 Code deals 
with bond premiums invested in intangible 
assets and presently permits a taxpayer- 
holder of a bond to deduct the amortizable 
premiums against gross income or the 
adjusted cost basis thereof, including pre 
mium in case of sale of the bond. H. R. 
7598 dealt with tangible assets, and would 
have permitted the taxpayer to deduct 
against gross income the loss from the 
voluntary demolition of a building which 


was purchased for ultimate demolition thereof 


The federal income taxpayers are com- 
pelled to pay a premium on a premium bond 
purchased in the bond market, and they 
cannot buy a premium bond at the par 
amount thereof, notwithstanding the fact 
that the obligor of the bond promises to pay 
at maturity to the holder of the bond the 
par amount only. Those same taxpayers 
are compelled to pay and invest their 
monetary capital in buildings, regardless 
of whether or not they use the buildings 
in their trade or business, or whether or 
not they demolish the buildings and use 
only the land in their trade or business, or 
whether or not they erect and use new 
buildings in their trade or business. There 
fore, they are compelled to pay a monetary 
premium on a premium bond and are also 
compelled to pay a monetary premium on a 
demolished building in order to buy the 
land for either use of the unimproved land 
or the erection and use of a new building 
thereon in their trade or business. The 
federal income taxpayers have no control 
or economic choice over either type of 
those tangible or intangible assets, in that 
they cannot buy a premium bond at the 
par amount thereof and they cannot buy 
land without paying for the building as well 
as for the land. The purchase of the land 


SOCIAL SECURITY'S FUTURE 


In the years after 1975, social secu 
rity taxes, under the present law, will 
amount to & per cent ot payrolls up 
to $4,200. From a $4,000-a-year worker 
there will be exacted more than the 
average premium he now voluntarily 


pays for private, National Service and 
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is inseparable from the purchase of the 
building. The taxpayers can never recover 
their capital losses of the bond premiums, 
and they can never recover their capital 
losses of demolished buildings for federal 
income tax purposes unless they be de- 
ductible from their gross income 


Real estate professional appraisers through 
out the United States would place a mone- 
tary and economic value on a building as 
of the date of purchase, regardless of 
whether or not the taxpayer buys the build 
ing for use in his trade or business, or 
whether or not the taxpayer buys the build 
ing for ultimate demolition thereof, The 
local governments reduce the assessed valu 
ations for local real estate tax purposes 
for subsequent years after a building had 
been demolished; prior thereto, the local 
assessed valuation would have been upon 
the standing building and the land. The 
federal income taxpayers would never have 
any monetary investments or economic losses 
in their demolished buildings if they could 
have bought their buildings for monetary pur 
chase prices of zero. 

For the Treasury Department to hold that 
taxpayers should be entitled to deduct 
depreciation on buildings used in their trade 
or business, to deduct losses from the 
demolition of buildings used in their trade 
or business, to deduct repairs and other 
expenses for property held for the produc 
tion of income and used in their trade 
or business, to deduct amortizable bond 
premiums on bonds held for the production 
of income and used in their trade or busi 
ness, is, in my opinion, inconsistent with 
the holding in the Mechanics and Mer 
chants Bank case. 


H. R. 665 was introduced in this session 
of Congress, on January 5, 1955, by Con- 
gressman Gary (reintroduction of H. R 
7598), to provide a deduction from gross 
income for losses sustained by reason of 
voluntary demolitions of buildings acquired 
with intent to demolish by taxpayers oper 
ating a trade or business for off-street 
automobile parking lots or erection of new 
buildings. In my opinion, Congress should 


immediately enact H. R. 665. [The End] 


United States Government Life Insu 
ance y et he will have no cho. e. and 
no freedom to adapt his own compul 
sory purchase to his own particular 
needs and those of his family Louis 
W. Dawson, president, Life Insurances 
Association of America 
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source as produced the taxpayer’s reported 
income ” The question was squarely 
presented to the Court as to what justifi- 
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Trial Courts Should Realize That 
the Taxpayer May Be Ensnared 
in a System Difficult to Refute 


Trial by Net Worth 


By JOSEPH W. BURNS and MURRAY L. RACHLIN 


ment was shifting the burden of proof to 
Mr. Burns is a member of the firm of the taxpayer to prove that the increases in 


Fulton, Walter & Halley, New York net worth were not from current taxable 
and Washington, D. C., attorneys income; (4) that the method could be used 
only where a taxpayer had no books and 

Mr. Rachlin is a New York certified records, or they were inadequate to cor 
public accountant. rectly determine his income; (5) that the 
government must show a source of taxable 

income to which the increase in net worth 

TOHE SUPREME COURT has finally may be attributed; and (6) that the govern 
| passed upon the government’s use of ment could not begin to show increases in 
the controversial net worth method to visible assets during the prosecution pt riod 


establish income tax evasion.’ The Court until it has first established to a reasonable 

had granted certiorari in four cases—Fried degree of accuracy the taxpayer’s net worth 

berg v. U. S.. U.S. v. Calderon, Holland 1 at the starting point. The crucial element 
7 . 7 ideron, oll 7 , 

U-S:sad Smith o, U. S—~hecause of seri in the starting point is always cash on hand 

ous doubts expressed by some courts of The Court conceded there were “pitfalls 


appeals regarding the implications of the 
net worth method. Although a review of 
the four cases caused the Court to stat 
that “careful study indicates it [the net 


inherent in the net worth method,” and listed 
several danger points, but concluded: “The 
complexity of the problem is such that it 


cannot be met merely by the application 


vorth method] is so fraught with danger of general rules.” The Court’s decisions in 


for the imnocent that the courts must the four cases give no encouragement to 


closely scrutinize its use,” it did little, if taxpayers or their representatives and pro 


vide very little enlightenment for the lower 


In spite ot language indicating a concern courts 


anything, to remove the “serious doubts.” 


which have consider these cases 
about the dangers, the Court appears to Since the 


Court’s opinions do not provide 
be motivated by the feeling that “To pro 


any clear rules, it is necessary to study all 


tect the revenue the Government must of the cases in the light of the facts pre 
be free to use all legal evidence availabl sented by each case to try to ascertain 


to it.” and concluded that the net worth what actually was decided 


method is permissible 


Ch taxpavers had contended (1) that 
ptr cee 2 ; ; Adequacy of Books and Records 
the net worth method was basically an 


inaccurate method of determining income; One question answered specifically was 
(2) that it could not imdicate with any whether Section 41 of the Internal Reve- 
degree of accuracy the year in which in nue Code of 1939 limited the use of the 
comp was received; (3) that the govern net worth method to situations where the 
t Friedberg v. U. 8., 54-2 ustc § 9713, 75S. Ct 75 S. Ct. 127; Smith v. U. 8., 54-2 uste 4% 9715, 
138: U. 8. wv. Calderon, 542 vustc {§ 9712, 75 75 S. Ct. 194 All the cases were decided De- 
S. Ct. 186: Holland v. U. 8., 54-2 wsre % 9714 cember 6, 1954 
Trial by Net Worth 121 
at eee ao 


relied heavily on Calderon’s testimony at bonds and $19,600 in currency in a safe 
the trial that he had approximately $16,000 deposit box. He voluntarily showed these 


nie anes 








The authors’ article ‘How to 
Defend Net Worth Cases”’ 
appears in the July, 1954 issue 
of this publication. 


has no books or where his books 
are inadequate. Several courts had held 
that Section 41 should be construed.’ 
The Court disagreed with the holdings of 


taxpayer 


so 


these decisions, saying: “The net worth 
technique, as used in this case, is not a 
method of accounting different from the 


one employed by the defendants.” It stated 
that though the government cannot 
detect any specific false entries in a tax- 
items of 
they 
stage, 


even 


payer's books, many income may 


disappear before have even reached 
the and the government 


is not prevented from looking beyond the 


recording 


self-serving declarations of a taxpayer's 
books. 
Although the Court does not preclude 


the government from resorting to the net 
worth method where the books and records 
appear to be the of 
books and records place a greater 
burden of proof upon the government than 
in cases where there are none. The Court 
that “when the Government uses 
the net worth method, and the books and 
records of the taxpayer appear correct on 
their 
increases 


adequate, existence 


does 


stated 


an inference of willfulness from 
in net worth might be 
unjustified.” The government still has to 
offer proof from which the jury may prop- 
erly that the taxpayer 
unrecorded income, 


face, 
alone 


infer has received 


Proof of Source of Current Taxable Income 


In the Calderon, Friedberg and Holland 
the taxpayers contended that the 
government had introduced no evidence of 


cases, 


any specific income omitted from their 
books.” The government did not show any 
previously undisclosed source of income. 
The Court stated: “In each of the four 


cases decided today the allegedly unreported 
income from the 


* Jelaza v. U 


comes same disclosed 


S., 50-1 uste $9149, 179 F. (2d) 


202 (CA-4); Lurding v. U. 8., 50-1 ustc 1 9159, 
179 F. (2d) 419 (CA-6); Buttermore v. U,. 8., 
50-1 ustc { 9228, 180 F. (2d) 853 (CA-6); U. 8B. 
v. Caserta, 52-2 ustc 19540, 199 F. (2d) 905 
(CA-3); Pollock v. U. 8., 53-1 ustc § 9229, 202 
F. (2d) 281 (CA-5), cert. den., 345 U. S. 993; 
Remmer v. U. 8., 53-1 uste { 9421, 205 F. (2d) 
277 (CA-9), remanded on other grounds, 37 
U. S. 227: Sasser v. U. 8., 54-1 uste § 9118, 208 
122 


exceeded his living expenses by less than 
$3,000. These substantial expenditures, sav- 
ings and investments might not, of them 


celwee e6etmnee @¢f, @esemimmet a ASrmesereeOsaa af 
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source as produced the taxpayer’s reported 
income ” The question was squarely 
presented to the Court as to what justifi- 
cation the government had for assuming 


that any increase in net worth was from 
current taxable income rather than from 
nontaxable sources. 

In the Holland case, the government 
charged an increase in net worth of ap- 
proximately $113,000 for the three-year 
period 1946-1948. The jury acquitted the 


defendants for 1946 and 1947. The defend- 
ants claimed they had $113,000 in cash at 
the beginning of the period, which sum was 
the source from which the expenditures 
were made. Although no errors or omis- 
sions were found in the books and no 
undisclosed source of income was shown, 
the Court held that evidence of other cir 
cumstances would justify the jury in inferring 
that the increase in net worth was from 
current taxable income. The Court stated: 

“The Government introduced evidence 
tending to show that although the business 
of the hotel apparently increased during 
the years in question, the reported profits 
fell to approximately one quarter of the 
amount declared by the management in a 
comparable period; that the cash registe: 
tapes, on which the books were based, 
were destroyed by the petitioners; and that 
the books did not reflect 
money later withdrawn from the hotel's 
register for the personal living 
penses of the petitioners and for payments 
made for restaurant supplies. The unre- 
corded items in this latter category totaled 
over $12,500 for 1948. Thus there 
ample evidence that not all the income from 


the receipt of 


cash ex- 


was 


the hotel had been included in its books 
and records.” 
In the Calderon case, the Court made 


inconsistent statements as to the adequacy 
of the government’s proof of starting point 
net worth, but said: “Accordingly, we must 
search for independent evidence which will 
tend to establish the crime directly, with 
out resort to the net worth method.” How 
ever, it then proceeded to infer current 
taxable income from increases in net worth 
While apparently not accepting the govern- 
ment’s proof of cash on hand, the Court 


F. (2d) 535 (CA-5); U. 8. v. Williams, 54-1 usr« 
{ 9122, 208 F. (2d) 437 (CA-3); U. 8. v. Riganto, 
54-2 ustc { 9531, 121 F. Supp. 158 (DC Va.). 

‘In the Friedberg case there was evidence 
that receipts from one type of sales had not 
been recorded on the books, but the gross re- 
ceipts reported on the return did include the 
receipts omitted from the books. In the Smith 
case, the taxpayer kept no books 
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the government's assumption that unex 


plained increases in net worth were from 
unreported taxable 


Ts _ 


income, pointing out 
°f., , A 


_ 














relied heavily on Calderon’s testimony at 
the trial that he had approximately $16,000 
to $17,000 in currency at the starting point. 
The Court said that over the 
span the figures were: ‘ 
visible (excluding the cash item), 
$47,594; declared income, $16,775; living 
expenses, $3,000 yearly (plus some $1,900 
in other nondeductible expenditures). 

While reporting income only $4,775 in 
excess of his living expenses, the taxpayer 
increased his bank balances by over $16,000; 
added $1,000 to his holdings of United 
States Savings Bonds; increased his invest 
ments in land and buildings by over $9,000; 
and poured $22,000 net additional 
capital into his business. These increments, 
when considered in the light of respondent's 


four-year 
increase in 
assets 


some 


receipt of unrecorded amounts of taxable 
income, are sufficiently at variance with 
his reported income to support an infer- 


The inference is but- 
tressed in this case by the peculiar relation 
between the reported gains from respond- 
ent’s coin-machine business and his invest 
ments in new equipment. In three of the 
four prosecution years the respondent re- 
ported a net loss on his coin-machine oper- 
ation, and in the fourth a net gain of only 
$1,330. During the same period he mad 
gross investments in new equipment total- 
ing $37,555. The jury could 
investment 
his claimed 


ence of tax evasion. 


readily find 
defendant's policy inconsistent 
with Furthermore, al 
though respondent contends that the war 
years marked the peak of his 
and that his 
came from accumulated 
that period, it until 1947, 
the middle of the prosecution period, that 
his business 


losses. 


business 
activity apparent 
profits 


was not 


postwar 
increases 


during 


became sufficiently large to 
require the full time of his accountant. We 
hold that the financial history of respondent 
and his business during the prosecution 
years provides sufficient independent evidence 
of the crime of tax evasion to corroborate 


his statements 


concerning cash on hand.” 


In the Friedberg case, the Court did not 
discuss the question at all. It 
only the evidence relied upon by the govern 
ment to 
worth 


discussed 


establish the starting point net 
The government charged an increase 
in net worth of approximately $96,000 over 
1944 to 1947. Most of the 


. > 
increase was based upon the disclosure by 


the four years, 


the taxpayer to the agents during the in- 
vestigation in 1947 that he had $53,625 in 








* The Court may have accepted the view ex- 
pressed by some of the judges during oral 
argument that the omission of receipts from 


Trial by Net Worth 


He claimed he 


cash on 


inclusive 
of $60,000 
point. 


had tar in excess 
hand at the 
The Court said the government 


starting 


“did 


bonds and $19,600 in currency in a safe 
deposit box. He voluntarily showed these 
assets to the agents. The agents assumed 
that these assets were income during the 
four years, allocated the bonds to the year 
in which purchased and part of the cur- 
rency to years indicated on envelopes in 
which it was contained. The balance of the 
cash, $14,600, was allocated to 1947 because 
there were no dates on the 
spite of this 


wrappers. In 
disclosure by the taxpayer 
during 1947, he was indicted and convicted 
for 1947, ignoring his contention that he 
certainly would not attempt to evade a tax 
when he knew he was under investigation 
Although the government relied heavily at 
the trial and in its brief before the Supreme 
Court upon some evidence of omitted sales, 
the Court did not refer to it, but based its 
decision upon the increase in net 
worth.’ The only other evidence offered by 
the government relating to the prosecution 
years was the net worth statement showing 


solely 


cash deposits in banks and purchases of 
bonds. 

The Smith case differed from the other 
three in that the taxpayer kept no books 


or records. However, there the Court also 
relied upon the circumstances of periodic 
expenditures and the taxpayer's 
history during the prosecution period as 
warranting the inference of current taxable 
income. The Court 


financial 


said: 

“The Government's evidence showed that 
coincident with petitioner’s opening of the 
racing news service, in which he kept no 
records, petitioner and his wife opened 
9 new bank accounts, making their overall 
total 14 accounts in 12 banks; that the 
money in these accounts, which amounted 
to only $8,000 at the beginning of the prose- 
cution period, varied between $42,000 and 
$80,000 during the prosecution years; that 
brokerage accounts, opened by petitioner 
and his wife in 1947 and 1948 respectively, 
were worth $9,000 in 1947 and over $41,000 
in 1948 and 1949; that petitioner and his 
wife made new investments in realty dur- 
ing the prosecution period, about $2,000 in 
1946, over $14,000 in 1948, and $35,000 in 


1949; that other substantial expenditures 
were made during the prosecution years, 
$3,750 in U. S. Savings Bonds in 1946, a 


total investment of $4,768 in new cars in 
1947 and 1948, and $37,000 annuity payment 
and $3,750 mink coat in 1949, 
same 


During these 


years petitioner's declared income 


the books was not support for the government, 
since the tax return appeared to have included 
those receipts in gross income 
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exceeded his living expenses by less than 
$3,000. These substantial expenditures, sav 
ings and investments might not, of them 
selves, suffice to support a conviction ol 
tax evasion without evidence of a starting 
point indicating a lack of funds from which 
these payments might have come. But this 
conduct does corroborate the net worth 
statement by tending to show that the pe 
titloner was understating his income during 
the prosecution years, We cannot say that 
there is so little relation between expendi 
tures and income that the Government’s 
proof of expenditures far in excess of re 
ported income, coupled with proof of a 
business producing unrecorded amounts of 
imcome, fails to corroborate the charge that 
petitioner's earnings during the prosecution 
years exceeded his declared income.” 


These decision appear to sustain the 
government's contention that prosecution 


for income tax evasion may be based o1 


increases in net worth alone—without show 

any specific income omitted from the 
hooks and records or the return The 
Court stated this flatly in the Calderon case 
where it said that “an imterence otf tax 
CVASIO could be based on the fact that 
the taxpayer’s visible assets greatly im 


creased at a time when he was receiving 
unrecorded amounts of taxable imcome.” 
Very little, if any, evidence is necessary to 
show that there was “unrecorded income.” 
In Calderon, the tact that some receipt 
books showing receipts from coim machines 
vere lost or misplaced was sufficient. In 
Holland, there was emission from the books 
f receipts used for personal living expenses 


and payments for restaurant supplies 


Starting Point 


lhe key to a net worth case is the starting 
point. On this the Court said: “We agree 
with petitioner that an essential condition 
in cases of this type is the establishment, 
with reasonable certainty, of an opening 
et worth, to serve as a starting point 
trom which to calculate future increases 


mW taxpayers assets Che difficult problem 
for the courts has been the consideration 
to be wiven to the usual defense that the 
net worth increase shown by the govern 
ment is, m reality, not an increase at all 
because of substantial cash on hand at the 


Starting pont 


The Supreme Court made several state 
ments indicating sympathy for the taxpayers’ 


contentions. It recognized the weakness in 
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and $7,328 respectively, with gross receipts 
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the government's assumption that une 
plained increases in net worth were from 
unreported taxable income, pointing out 
“It may be that gifts, inheritances, loans 
and the like account for the newly acquired 
wealth. There is great danger that the 
jury may assume that once the Government 
has established the figures in its net wort} 
computations, the crime of tax evasion auto 
matically follows.” A taxpayer “may be 
entirely honest and yet unable to recount 
his financial history.” 


However, the manner in which the Court 
treated the four cases before it leaves littl 
hope that any taxpayer will obtain reversal 
of a conviction in the Supreme Court. In 
the Holland case, the government’s net 
worth statement included as assets at the 
starting point stock costing $29,650, and 
$2,153.09 in cash. The taxpayers claimed 
the government failed to include an ac 
cumulation of $113,000 in currency, most of 


it saved before 1933 They claimed they 
kept the money, mostly in $100 bills, at 
various times in a canvas bag, a suitcase 
and a metal box They had never dipped 


into it until 1946 


The government introduced evidence to 
negative the possibility of such an accumn 
lation of cash which the Court held “fully 
justified the jury’s conclusion that ther 


were no proceed ove! and above the 


amount credited to the petitioners.” The 
government contended that anyone who 
had had $104,000 in cash would not have 
undergone the hardships and deprivation 


endured by the Hollands all during the 


late 1920's and 1930's The Court Sa | 
“During this period th lost their cafe 
business; accumulated $35,000 in debts 


which were never paid; lost their house 
hold furniture because of an unpaid balance 
of $92.20; suffered a default judgment of 
$506.66; and were forced to separate for 
some eight years because it was to their 
‘economical advantage’. During the latte 
part of this period, Mrs. Holland a 
obliged to support herself and their son by 
working at a motion picture house in Det 
ver while her husband was in Wyomin 
The evidence further indicated that im 
provements to the hotel, and other assets 
acquired during the prosecution years, wet 
boyght in installments and with bills of 
small denominations, as if out of earnings 


rather than from an accumulation of $100 


bills.” 


In Friedberg, the taxpayer was indicted 
for tax evasion for the years 1944 to 1947, 


meee 





) 


paper etree 





inclusive He claimed he 
of $60,000 


point 


had far in excess 
hand at the 
The Court said the 


cash on starting 


“did 


Friedbergs’ finances 


government 
painstakingly trace the 
1922 through the 
The government’s evidence, “pointed unmis 
takably to the that 
had no such cash at the 


point.” 


from prosecution years.” 


conclusion petitioner 


hoard of starting 


The evidences showed that no returns 
vere filed and only nominal taxes were paid 
trom 1922 to 1943. The 
small sums of money in 1931. A mortgage 
1934 because he failed to 
pay $30 a month. In 1936 and 1940, 


$13.76 were 


taxpayer borrowed 


was foreclosed in 
evies 
judgment for returned 


Another 


home was 


ma 
nulla bona mortgage on his tor 
1937, and a 
1939, he 
Vhat 
application for 
had $150 cash 
business in which 


1922 for as 


met foreclosed in 
entered In 


$100 


deficiency judgment 


ettled the 


me year he stated in ar 


$3,500 judgment for 
a loan of $9,200 that he 
1 hand lhe tatlor 

Friedb« had worl ince 
SoU a dissolved 
its bills 
rht its assets for $650 


“We think th 
luded 


pay ot week was 


becauss t ould not 


and Friedberg 
( 
} 


meet 
bou 


Phe 


reac 


ourt said could 


yury 
that petitioner had 


lily have com 


saved no such reserve 


In South, the 


indicts 


taxpayer and his wife were 


1946 


had giver 


d for tax 1 lor the years 


to 1950, inclusive taxpayel 


the agents a wri worth 
and had 


t< nicl d 


Statement 
made a atements. He con 
that 
evidence to cort 
ssions \ official testific 


Smith had filed no income tax 


there was no 
oborate | 


independent 
extrajudicial 
adn 
that 


government 
returi 
1936 through 1939, nontaxablk 
1940 and 1942, a 


1943, a refundable 


in l years 
returns tor nonassessabl 
return ror 


1944 


Court 


return tot 
1941. The 


evidence col 


and a taxable re tor 


held 


roborated 


this independent 


Smith’s extrajudicial statement 
that 
employed as a 


that 


financial history 
had 
racing 
to 1945 he worked in 
$40 a week; 
during this 


hairdresser 


as to his 
1941 he 


ota 


prior to 
be¢ 1 manager 
194] 
Store tor 


short 


worked as a 


news service; Irom 
a pac kage 
that for a 


and time 


period his wife 


The 


returns adequately 


Court “The tax 


said 
corroborate petitioner’s 
and 


financial history, 


we hold that the two together 


statements as to his 


corroborate 
further stated 
that this was buttressed somewhat by inde 


the opening net worth.” It 


pendent evidence that petitioner had bought 


a modest home in 1943 for $9,600, paying 


Trial by Net Worth 


The danger is that 

a jury may assume that once 
net worth computations 

have been established, tax 
evasion follows automatically. 


less than one third in cash and the balanes 
in installments, and his wife had no signifi 


cant independent sources of income 


In Calderon, the 
ruled with the 
ment had not 


Court appears to have 
that the govern 

established the 
testified that 


S500 cash on 


taxpayel 

adequately 
worth. An 
had 
hand at the 
ot each of the yea 
The agent 
habitually 


opening net agent 


Calderon said he had 


starting point and at the end 
1943 to 1949, inclusiv 
admitted ( had 
carried $500 “in his pocket,” It 
also app ared that the agent had 
quired how 


alderon said hie 
never iW 
Calderon had i 


made the state 


much 
his safe the Court 
that from the offered by 
sides the “could have ¢ 
the evidence that 
to the $500 referred to his 
hand at the starting 


money 


nent 
both 


Irom 


evidence 
jury oncluded 
respondent's statement as 
total 
4 It is 
what the Court 


little 


cash on 
difficult 
meant by 


point 
to understand 


this statement, 


since a further on in 


the opinion it said 


there is not 


sufficient evidences 


here of th taxpayer's 


financial history to 


substantiat 
Proof 


by the 


directly the opening net 
that the 


cle pression, 


wortl 
taxpayer was impoverished 
that he 


and $8 a 


working 
1935, is 


Was 


for his meals 


week in 


too remote absent proof of the taxpayer's 


financial circumstances in the intervening 


years The re 


pondent entered the 


com 
1935; 


he discontinued his low-paying job in 1939; 


machine business in a modest 


Way In 


and 


except tor a short 


period during th 
efforts to hi 
1945, when he 


well. ‘The 


fortunes 


war he devoted his 


entire 


coin-machine business until 


began to operate a cale as only 
evidence of 


1935 


detendant’s 
1946, the 


consists ol his tax 


betwee 


and first prosecution year 


1944 and 
1945 and some meager evidence with regard 
1941, 1942 and 1943 


was obtained from 


returns tor 


to his tax 
The latter 


the responde nt, 


returns for 
apparently 
and, standing uncorrobo 
rated, cannot serve to corroborate respond 


The 1944 and 194 


returns show net taxable income of $4,162 
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and $7,328 respectively, with gross receipts 
from the coin machines of $9,266 and $10,302 
This sketchy background can hardly give 
rise to an inference that defendant had no 
more cash at the starting date than the 
Government gave him credit for.” 


From the Court's treatment of the four 
cases it seems clear that the government 
may negative the possibility that a taxpayer 
had assets, such as cash, not included in 
the government’s opening net worth figures, 
either by evidence of the taxpayer’s financial 
history prior to the starting point or by 
evidence of acts and circumstances during 
the prosecution period which will justify a 
jury in finding that no such cash fund 
existed 


Burden of Proof 


In all four cases the taxpayers contended 
that the government was, in effect, attempt- 
ing to shift the burden of proof to the tax- 
payers to establish that the increases in 
visible assets were not from taxable income. 
The Court’s ruling on this point depends 
somewhat upon whether the taxpayer gave 
the agents a statement explaining the source 
of the accumulated funds. The Court stated 
in the Holland case 


“Although it may sound fair to say that 
the taxpayer can explain the ‘bulge’ in his 
net worth, he may be entirely honest and 
yet unable to recount his financial history. 
In addition, such a rule would tend to shift 
to the burden of proof. Were the taxpayer 
compelled to come forward with evidence, 
he might risk lending support to the Govern- 
ment’s case by showing loose business 
methods or losing the jury through his 
apparent evasiveness 


“When the Government rests its case 
solely on the approximations and circum- 
stantial inferences of a net worth compu- 
tation, the cogency of its proof depends 
upon its effective negation of reasonable 
explanations by the taxpayer inconsistent 
with guilt. Such refutation might fail when 
the Government does not track down rele 
vant leads furnished by the taxpayer—leads 
reasonably susceptible of being checked, 
which, if true, would establish the tax- 
payer's innocence. When the Government 
fails to show an investigation into the 
validity of such leads, the trial judge may 
consider them as true and the Government's 
case insufficient to go to the jury.” 


In this case, the Court found that the 
government had negated possible nontax- 
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There can be little quarrel 

with the Court's statement that 
*‘When there are no books . 
willfulness may be inferred... ."' 


able sources such as gifts, loans, inherit 
ances, etc., by showing that “the disclosed 
business of the petitioners was proven to 


be capable of producing much more income 
than was reported and in a quantity sufficient 
to account for the net worth increases.” 


The government may not “disregard ex- 
planations of the defendant reasonably sus- 
ceptible of being checked. But where relevant 
leads are not forthcoming, the Government 
is not required to negate every possible 
source of nontaxable income, a matter pecul- 
iarly within the knowledge of the defendant.” 


sy citing Rossi v. U. S., 289 U. S. 89, 
the Court gave some support to the govern 
ment’s negative averment theory—in spite 
of the language stating that the rule does 
not shift the burden of proof. The Court 
excused the government’s failure to check 
all leads in the Holland case, stating that 
even if the leads were assumed to be true, 
the government’s evidence was “so over- 
whelming” on the issue of cash on hand 
that it could not have changed the result 
The particular leads discussed were con- 
tentions that some of the cash represented 
proceeds from sales of two cafes in the 
1920's and that some was currency obtained 
in 1933 by exchanging about $12,000 in gold 


The Court’s insistence that the burden 
of proof cannot be shifted to the taxpayer 
is of very little practical value. The Court 
requires only that if a taxpayer makes a 
statement furnishing specific leads, the gov- 
ernment should investigate them—unless it 
has a strong enough case to indicate that 
the leads could not affect the result—as in 
the Holland case. [ut if the taxpayer makes 
no statement or furnishes no leads, the 
government is apparently not even required 
to make a thorough investigation of his 
prior financial history. It may be enough if 
it shows circumstances during the prosecu 
tion period supporting the inference that 
the increases in visible assets were from 
current income—as in the Calderon case 


Willfulness 


The taxpayers contended that a net worth 
case in which the government simply lists 
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assets and shows an annual increase beyond 
the reported income fails to establish the 
affirmative action or concealment indicated 
in Spies v. U. S., 43-1 ustc J 9243, 317 U. S. 
492, 499, as necessary to prove the element 
of willful attempt to evade taxes. In the 
Holland case, the Court stated: 


“The petitioners contend that willfulness 
‘involves a specific intent which must be 
proven by independent evidence and which 
cannot be inferred from the mere under- 
statement of income’. This is a fair state- 
ment of the rule. Here, however, there 
was evidence of a consistent pattern of 
underreporting large amounts of income, 
and of the failure on petitioners’ part to 
include all of their income in their books 
and records.” 


The Court indicated some kinds of evi- 
dence that may support an inference of will- 
ful intent to evade which seem to fall short 
of the requirements of the Spies case. There 
can be little quarrel with the Court's state- 
ment that: “When there are no books and 
records, willfulness may be inferred by the 
jury from that fact coupled with proof of 
an understatement of income.” However, 
little enlightment may be gleaned from its 
equivocal statement: 


‘But when the Government uses the net 
worth method, and the books and records 
of the taxpayer appear correct on their face, 
an inference of willfulness from net worth 
increases alone might be unjustified, especially 
where the circumstances surrounding the 
deficiency are as consistent with innocent 
mistake as with willful violation. On the 
other hand, the very failure of the books 
to disclose a proved deficiency might indi- 
cate deliberate falsification.” 


The difficulty with these statements is 
that they rely upon increases in net worth 
alone to establish the claimed deficiencies 
Where the government can point to no 
errors or omissions in the books and records, 
an increase in net worth had not previously 
been considered “affirmative action.” 


In Smith, where there were no books and 
records, the Court said: “. that figure 
[opening net worth], taken together with 
the remainder of the net worth computation, 
amply establishes a consistent understate 
ment by petitioner of his taxable income; 
and from this the jury could infer willfulness,” 


In both the Smith and Holland cases, the 
“consistent pattern of underreporting large 
amounts of income” is based upon the proof 
of increase in net worth. It would seem 
that, although the Court appears to stand 


Trial by Net Worth 


The government is not required 
to prove the specific 
amount of tax evaded. 


by the ruling of the Spies case, the result 
of the application in these cases is almost 
a complete emasculation. The element ot 
criminal intent to evade taxes may now be 
inferred from evidence which had hereto- 
fore been considered as hardly sufficient to 
substantiate a criminal charge of willful 
failure to pay a tax. It might be said that 
one result of these decisions has been to 
practically obliterate the distinction between 
willful attempt to evade and willful failure 
to pay a tax. 

In the Calderon and Friedberg cases, the 
Court did not refer to the element of willful- 
ness at all. It simply found sufficient evi- 
dence of “tax evasion” without indicating 
what evidence was relied upon to establish 
the element of willfulness. Since the Court 
found in the Friedberg case that the govern- 
ment had fully accounted for all assets in 
its opening net worth, the government’s 
proof of annual increases in net worth ap- 
parently provided the necessary proof of 
willfulness. In Calderon, although the gov- 
ernment had not accounted for all assets 
at the starting point, the increase in visible 
assets during the prosecution period, the 
evidence that some receipt books had been 
lost and the fact that the taxpayer had in- 
vested $37,555 in new equipment for a busi- 
ness which reported a net loss in three out 
of four years were held sufficient to estab 
lish the crime of tax evasion (necessarily 
including the element of willfulness). At 
the trial, Calderon testified that he had 
about $17,000 in cash at the starting point, 
for which he was not given credit, but he 
also stipulated to an increase in visible 
assets of $47,000. The Court’s failure to 
give independent consideration to the re 
quirement of willfulness is indicated by its 
statement that “this testimony establishes a 
deficiency in reported income of more than 
$30,000. There could hardly be more con- 
clusive independent evidence of the crime.” 


Annual Accounting Periods 


One of the major objections by the tax- 
payers to the use of the net worth method 
is its inability to establish with any degree 
of accuracy the proper year in which in- 
come might be inferred. The Court recog- 
nized the problem in the Holland case by 
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“W hile aA 


justily at 


stating steadily increasing net 


vorth may inference of additional 


earnings, unless that increase can be reason 


ably allocated to the appropriate tax year 


taxpayer may be 
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h | is innocent.” The 


convicted on counts 
(Court offered 


ggestions to lower courts as to 
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did not 


government 


the Calderon case did the 
question at all, but it 


f the 
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Nn ide n assets a8 income in 
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as an agent 
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of $8,537 
1,156.82 for 


“out 
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and $6,774.43 for 


$8069.00 for 


1947 


in avoiding 

Is First, sen 
concurrent, ‘ 

found 
suffer 

counts; 

required 

evaded 


the 


q 
mulative 


uurt announced a new rule of crimi 
specting the requirements for the 
admissions In all four 

had made 


lvie dberg 


comple te 


tatements 
Holland, 


defenses and 


and 
ment 
relied upon by the government 


‘ devoted to retuting these 


in Calderon and Smith, the 


ents were admissions against 
relied upon by the govern 
its altirmative cases In 
rt of Appeals for the Nintl 
d the conviction on the ground 
had failed 


with independent evi 


ernment to corrobo 


admissions 


the « rpus delicti 


and in 


ASCS, 


Opper v. U. S 
de ( ick d 
had 


that the rule requiring corroboration applied 


1 criminal case 


same day. th rovernment contended 


only to confessions and not to admissions 
The Court “that 


essential facts or 


an accused's admis 
the 
crime, are of the 


ruk d 
sions of elements of 


crime, subsequent to the 
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same character as confessions and that cor 


roboration shot ld be required.” 


As applied to net worth cases, the Court 
stated in the 


must be 


ymith case that the admissior 


corroborated made 
cial charged witl 
the possibility of doing, 
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statement embraces an element vital 


where it “is 
after the fact to an off 
investigating 


and the 


to the Government’s case 


The net littl 


statements to 
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could be 
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statements 
either by evidence 
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independent evidence 
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record of failing to 
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was “substantial in 


dependent evidence roboratit the tax 
payers financial histot hat the tw 
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It also held that the 
howing a pattern 


new bank 
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independent evidence 


of expenditures, opening 


, purchases ot 
bonds, ete., during the years 1945 to 1949, wa 
alone 


of nine accounts 


to corroborate the admissions 
held 
evidence to corroborat 
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held 


mvestment of! 


sufficient 


In Calderon, the Court there was 
directly 


that the 


nsuthcient 


the opening net worth; but it 


evidence of the taxpayer's 


$37,555 in new equipment while reporting 


losses for three of the four prosecutior 


years, plus increases in bank balances, pur 


chases of buildings. etc... was “sufficient 


independent evidence the crime of tax 


evasion to corroborate Statements con 


” 


cerning cash on hand 


These cases point up 
tng a taxpayer to make 
agent or 


the danger im permit 
statement to an 
in furnishing a net worth statement 
It is generally better that he stand upon his 
constitutional privilege from the beginning 
It remains to be the Court 


any 


seen how far 
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will go in compelling an individual taxpayer 
to turn over his books and records to the 
agents. 

It is quite probable that the next issue 
upon which the Supreme Court will have to 
pass in tax evasion cases is the extent of 
the taxpayer’s constitutional privilege against 
self-incrimination. In its efforts to obtain 
admissions from taxpayers, the government 
has recently endeavored to compel taxpayers 
to furnish net worth statements and to pro- 
duce books and records. In Pappas et al. v 
U. S., 54-2 ustc 99637, 216 F. (2d) 515 
(CA-10), the Court upheld the conviction 
of partners for willfully failing to list the 
partnership’s assets and liabilities on a part- 
income tax return for 1951. The 
case clearly states that the taxpayers were 
being investigated for prior and the 
agents desired a 1951 net worth statement for 


nership 
years, 


use in that investigation 


[The government went much further in 
Matter of Clarence Wood et al., 54-2 ustc 
{ 9631, 123 F 297 (DC Ky.), where 
the district court ordered an individual tax- 
payer to obey a revenue agent’s subpoena 
demanding not only his personal books and 
records but also his The court 
brushed aside the taxpayer's claim of con- 
stitutional 


Supp 


testimony. 


self-incrimina- 
tion and unreasonable searches and seizures 
without giving any reasons for its decision. 


privilege against 


Although the Supreme Court declined to 
review this issue by denying a petition for 
a writ of certiorari in Falsone v. U. S., 53-2 
ustc § 9467, 205 F. (2d) 734, cert. den., 346 
U. S. 864, it will ultimately have to deter- 
mine whether the Shapiro vw. 
U. S., 335 U. S. 1, applies to a taxpayer’s 
books and records and deprives him of the 
constitutional protection. 


doctrine of 


If there is one lesson which tax practi- 
tioners may learn from the Supreme Court’s 
decisions in these four cases, it ts that state- 
ments by a taxpayer to an agent can rarely 
do him any good. Even the Supreme Court 
pointed out that “the prosecution may pick 
and choose from the taxpayer’s statement, 
relying on the favorable portion and throw- 
that which bolster its 
If there is reason to believe that 
the agents may have evidence from which 
they may conclude there was an attempt to 
evade taxes, it is generally safer to face the 
situation squarely from the beginning by 
relying upon the rights granted by the Con- 


ing aside does not 


p< sition.” 


‘U. 8. v. Caserta, cited at footnote 2 

* Bryan v. U. 8., 49-1 ustc 7 9322, 175 F. (2d) 
223 (CA-5), affirmed on other grounds, 338 U. S 
552: Demetree v. U. 8., 53-2 ustc { 9646, 207 F. 
(2d) 892 (CA-5). 


Trial by Net Worth 


stitution, instead of 


attempting a pat tial 


cooperation 


Conclusions 


Now Court has sane 
tioned the use of the net worth method of 
proving tax evasion, tax practitioners must 
appraise their cases in the light of these 
While there may be differences 
ot opinion as to the effect of these decisions, 
one view is that no great change has taken 
place. The government has been sustaining 
most of its convictions and will probably 
continue to do so. The Court left the door 
wide open for lower courts to decide cases 
pretty much as they had in the past. Courts 
which had sympathetic toward the 
rights of taxpayers, such as the Third,* 
Fifth *® and Seventh Circuits," Judge Hutcheson 
in the Eastern District of 
Judge Yankwich in the Southern District 
of California” find support for their 
attitude of about the safeguards 
necessary to be applied in net worth cases 
from the Supreme Court's 


the Holland case: 


that the Supreme 


de cisions. 


been 


Virginia® and 


may 
concern 


statements in 


“This leads us to point out the dangers 
that must be consciously kept in mind in 
order to assure adequate appraisal of the 
specific facts in individual cases.” 


A careful study indicates that it [the 
net worth method] is so fraught with danger 
for the innocent that the courts must closely 
scrutinize its use.” 


“There is great danger that the jury may 
assume that once the Government has estab- 
lished the figures in its net 


worth computa- 
tions, the crime of tax evasion automatically 
follows.” 


“While a steadily increasing net worth 
may justify an inference of additional earn- 
ings, unless that increase can be reasonably 
allocated to the appropriate tax 
taxpayer may be convicted on 
which he is innocent.” 


year the 
counts of! 


“While we cannot say that these pitfalls 
inherent in the net worth method foreclose 
its use, they do require the exercise of great 
care and restraint. The complexity of the 
problem is such that it cannot be met merely 


by the application of 


general rules.” 


'U. 8. wv, Fenwick, 49-2 uste { 9448, 17 F. 
(2d) 488 (CA-7) 
*U. 8. v. Riganto, cited at footnote 2. 


*U. 8. v. Clark, 54-2 ustre { 9546, 123 F. Supp. 
608 (DC Calif.) 
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The Supreme Court declined to lay down 
any specific rules for this 


the broad 
statement as to their duties 


guidance but in 


same lower 


case gave courts a 


“Trial courts should approach these cases 
in the full realization that the taxpayer may 
be ensnared in a which, 
difficult for the prosecution to 
equally hard for the 


system though 
utilize, is 
defendant to retute. 
Charges should be especially clear, includ 
ing, in addition to the formal 
a summary of the nature of the net worth 
method, the assumptions on which it rests, 
and the inferences 


against the accused 


instructions, 


available both for and 
Appellate courts should 
review the cases bearing constantly in mind 
the difficulties that arise when circumstantial 
evidence as to guilt is [ 
method that is itself 


the chief weapon of a 


only an approximation.’ 


Some of the 


points determined 


summarized as follows 


may be 


(1) Courts of appeals are admonished to 
scrutinize convictions based upon net worth, 
particularly the charge to the jury 


(2) The burden is upon the government 


to establish 


with reasonable 


certainty the 


opening net a starting point. 


(3) The 


government 


worth as 


“reasonable certainty” that the 
included in the net worth 
the taxpayer’s assets (in- 
hand) 


ways 


has 
statement all of 
cluding cash on 
in either of 


may be established 


two first, by a thorough 


investigation of the taxpayer's prior finan 


cial history; or second, by evidence of the 


taxpayer's conduct and financial 


during the prosecution period. 


history 
Kither type 
of evidence may be used to negative the 
possibility that the taxpayer had more cash 
than is shown on the 


worth statement 


government’s net 


(4) The same type of evidence of a tax- 
payer’s conduct and financial history during 
the prosecution may be used both 
(a) to negate the possibility of more assets 
at the point than are 
(b) to negate the possibility 


years 
starting shown and 
that the in- 
creases in net worth during the prosecution 
period were derived from nontaxable sources, 
such as 


gzitts, loans, inheritances, et 


(5) Where a the agents 
reasonable explanations as to specific sources 
from which hand had 
which explain increases in net 


taxpayer gives 


cash on come, OF 
worth, the 
government is required to investigate such 
specific leads; the 
warrant the trial court in 
explanations as true 


failure to do so may 
considering the 
and the 
sufficient to go to the jury 
relevant reasonably 


checked, are not 


evidence in- 
But 
susceptible of 


where 
leads, 
being forthcoming, the 
government is not required to negate every 


“possible” source of nontaxable income. 


(6) Increases in net worth, standing alone, 
cannot be assumed to be attributable to 
current taxable income; but proof of a likely 
source, from which the jury could reason- 
ably find that the net worth increases sprang, 
is sufficient. Such 
books records, 


ceipts 


proot 
(b) 


boc k 3» 


may be (a) no 
and 
from the even 
particular omissions may be 


omissions of re- 
though the 
small and not 
themselves indicative of an attempt to evade 
and (c) evidence that the 
capable of producing much 
than was reported. 


business was 


more income 


(7) Where a taxpayer makes admissions 
against interest of vital to the 
government's admissions must 
independent evidence 
However, such evidence may simply bolster 
the admissions 


elements 
case, these 


be corroborated by 


without inde 


pendently establishing the crime. [The End] 


themselves 


GOVERNMENT PERSONNEL CENSUS 


State 


creased 


and 
their 


local governments in- 
personnel by 204,000 
during the 12 months ended in October, 
1954. In the same period, the federal 
government employment dropped by 
about 46,000 persons. The net change 
in total governmental employment in 
the year was an 
mately 2 per cent to a new 
the month of 7,205,000 persons in 
October, 1954. Federal civilian per- 
sonnel accounted for 32 per cent of the 
October, 1954 total, 


increase of approxi- 


high for 


and 


state and 


February, 1955 °@ 


local governments accounted for the 
remaining 68 per cent. The share ot 
the federal government’s total gov 
ernmental employment was thus at its 
lowest level since before World War 
Il. 

Wages and salaries paid to govern- 
ment employees totaled about $2.1 
billion for October, 1954—$756 million 
for federal, $313 million for state and 
$999 million for local government em- 
ployees.—From the Department of 


Commerce, Bureau of the Census. 
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The Taxpayer Who Takes Court Action 


May Find an Advantage in the 


Strict Construction of the Commerce Clause 


State Tax Trends 


By EDWARD ROESKEN, Member of the New Jersey Bar 


‘TATE TAX legislation of 1954 and deci- 

sions rendered during the past year re- 
veal developments of considerable interest 
to taxpayers and taxing officials. 


— 


The right of a half dozen states to en 
force legislation designed to impose net 
income taxes on unlicensed foreign corpo- 
rations engaged within 
sively in furthering 


states exclu- 
interstate commerce, 
continues to be a subject of absorbing inter- 
est to the affected taxpayers and to the tax- 
ing officials. On this subject, the final 
chapter is still to be written. 


these 


While the decisions of the Supreme Court 
of the United States on a given subject, 
rendered during a single year, tend to be 
comparatively number, those 1954 
decisions which related to state taxes have 
shown a tendency to apply a stricter con- 
struction in the application of the interstate 
commerce clause of the federal Constitution 
than has been evident during the major 
portion of the preceding decade. In this 
field, some state courts have shown a like 
approach. 


few in 


Income Tax Developments 


Although most of the 32 states imposing 
corporate net income taxes have not sought 
to levy such taxes upon foreign corpora- 
tions engaged solely in interstate commerce 
with respect to them, the half dozen which 
have embodied in their law a statement to 
the general effect that income derived from 
sources within the state is taxable, regard- 
less of whether derived 
foreign commerce, 
1933); California (since 
(1947); Colorado (1949); 
and Pennsylvania (1951). 


from interstate or 
Minnesota (since 
1937); Arkansas 
Georgia (1950); 
In Connecticut, 


are: 


State Tax Trends 


a comparable provision, couched, however, 
in language not specifically mentioning in- 
terstate or foreign commerce, has been in 
effect since 1951; that state, lacking such 
a statutory provision, endeavored to apply 
the principle in litigation which wended its 
way through the courts for approximately 
ten years prior to 1951. 


Early in 1954, Arizona, by the issuance 
of a new income tax regulation (No, 478), 
joined these states which seek to tax the 
income of corporations engaged only in 
interstate or foreign commerce. The regu- 
lation indicates that the law applies to every 
foreign or domestic corporation owning 
property or doing business within the state 
and that a corporation “shall be deemed to 
be doing within this State if it 
engages within this State in any activities, 
or transactions for the purpose of financial 
profit or gain, whether or not such corpora- 
tion qualifies to do business in this State, 
and whether or not it maintains an office 
or place of business within the State, and 
whether or not any such activity or transac- 
tion is connected with interstate or 
commerce.” 


business 


foreign 


To some attorneys, the decision of the 
Supreme Court in a brief per curiam opinion 
in 1946 in the case of West Publishing Com- 
pany v. McColgan, 328 VU. S. 823, 329 U. S. 
822, affirming a judgment of the highest 
California court upholding the validity of 
the California “Income Tax Act of 1937” 
has seemed conclusive, as permitting a state 
to levy a net income tax, not a franchise 
tax, where interstate commerce alone is 
furthered with regard to the taxing state 
by an unlicensed foreign corporation. The 
California statute contains language defin- 
ing income from sources or attributable to 
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sources within the state as including “in- 
activities carried on in this 
regardless of whether carried on in 
intrastate, interstate or foreign comm~rce.” 
(Section 23040, Revenue and Taxation Code, 


State of California.) 


come trom any 


State, 


The Georgia income tax law, prior to its 
amendment in 1950 to incorporate language 
of this type, was held not to apply to a 
foreign corporation soliciting orders through 
an office in the state, followed by shipment 
of goods from another state direct to the 
(Redwine v. Dan River 
{ 250-110, 207 Ga. 381, 
61 S. E. (2d) 771, cert. den., 340 U. S. 954.) 
The Georgia Court has followed 
this decision in later cases, also concerned 
with the law as it stood prior to 1950, in 
Redwine v. United States Tobacco Company, 
3 stc § 250-219, 209 Ga. 725, 75 S. E. (2d) 
556 (1953), and in Redwine v. Schenley In 
dustries, Inc., 3 stc § 250-272, 83 S. E. (2d) 
16 (decided June 14, 1954). 


Also given consideration by counsel is the 
opinion of the Supreme Court in the case 
of Spector Motor Service, Inc. v. O’Connor, 
2 stc § 200-044, 340 U. S. 602 (1951). This 
opinion was rendered on the same day that 
the Court denied a 
certiorari in 


(;eorgia customer 


Mills, Inc., 2 sve 


Supreme 


petition tor a 
connection with the 
Supreme Court litigation in the 
Mills previously 
Spector case, the 
Connecticut 


writ of 
Georgia 
Dan River 
mentioned. In the 
Court had before it the 
franchise tax on business cor- 
porations, measured by net income, which 
it held invalid as applied to a qualified 
trucking company for the privilege of en- 
gaging in a 
in character Connecticut 
At that law did not 
contain language evincing an intent to tax 
income derived from interstate commerce 
alone, for it did not specifically mention 
that type of commerce. However, the in 
come tax provisions have since been amended 
by Act 350 of 1951 (Chapter 91, Sections 
1896, 1898, General Statutes of Connecticut) 
in an offset the effect of the 
Spector ruling, although, as previously men- 
tioned, the amended law does not employ 
“interstate commerce.” This 
amendment added a definition of the words 
“carrying on of 
and include 


case, 


business exclusively interstate 
with respect to 


time, the Connecticut 


endeavor to 


the words 


doing business” to “mean 
every act, power or 

this 
virtue of, the powers and 
privileges acquired by the 


privilege 


exercised or enjoyed in state, as an 


incident to, or by 
nature o! any 
organization whether the form of existence 


be corporate, associate, joint stock company 


or fiduciary.” Action by the Supreme Court 


on November 15, 1954, 
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in refusing to review 


February, 1955 °@ 


a Tennessee Supreme Court decision in 
Texas Gas Transmission Corporation v. At- 
kins, 348 U. S. 883, 270 S. W. (2d) 384, is 
of interest with respect to the Connecticut 
amendment, because of similarity of the 
statutory language as to the incidence of 
taxes in both states, with the emphasis upon 
the right to do business “in corporate form,” 
as distinguished from the levy of taxes for 
“doing business,” provided for in the stat- 
utes of many states. The Tennessee Supreme 
Court had held that the fran- 
chise and excise taxes, which it interpreted 
as being imposed on the right to do busi- 
ness “in corporate form,” 
to a qualified foreign 
was found to be 
commerce. 


Tennessee 


were applicable 
corporation which 
engaged in interstate 


Pennsylvania enacted a separate addi 
tional corporation income tax law in 1951, 
which was designated a “property tax,” on 
income derived from within Penn- 
sylvania. Such sources are defined as “includ- 
ing tangible or intangible property located 
or having a situs in this Commonwealth, 
regardless of whether carried on in intra- 
state, interstate or foreign commerce.” (Act 
of August 24, 1951, Pub. L. 1417, Chapter 72, 
Sections 3420N-1 to 3420N-2, Pennsylvania 
Statutes.) The act was held applicable on 
February 24, 1953, to a foreign corporation 
engaged, with relation to Pennsylvania, in 
the business of transporting as a common 
carrier exclusively in interstate commerce. 
(Roy Stone Transfer Corporation v. Messner, 
64 Dauphin County Reporter 240.) On 
March 24, 1954, the Supreme Court of 
Pennsylvania reached a contrary conclusion 
in this case, holding that the tax could not 
be applied to such an unlicensed foreign 
trucking company under circumstances where 
it had no office in the and had no 
property or employees there continuously. 
No appeal was taken in this case to the 
Supreme Court of the United States, the 
commonwealth apparently taking the stand 
that the decision was of limited application 
and could be related only to those corpora- 
tions whose activities with respect to the 
state were identical with those of the plain- 
tiff company. (Roy Stone Transfer Corpora- 
tion v. Messner et al., 3 stc § 250-255, 377 Pa 
234, 103 Atl. (2d) 700.) 


sources 


state 


Withholding at Source 


effected in Kentucky by 
H. B. 21, Laws of 1954, contained provision 
for the extension of withholding tax at the 
source to payments to residents in the state, 
such withholding beginning July 1, 1954, 
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these new addition 


to those for withholding from nonresidents. 

Effective also July 1, 1954, Arizona, by 
Chapter 65, Laws of 1954, and Colorado, by 
H. B. 2-X, Laws of 1954 (First Special Ses- 
sion of 1954), provided for withholding at 
the source by employers from both residents 
and nonresidents, 


requirements being in 


Such 1954 legislative action presents evi- 
dence of a trend toward more state activity 
in the collection of personal income taxes 
at the source from residents through with- 
holding. In New York, a special legislative 
committee has been studying the possibility 
of a broader withholding of personal in- 
come taxes, and a report may be expected 
in the near future. 

States in which withholding at the sources 
from residents and nonresidents has been 
provided for in prior years are Delaware, 
Oregon and Vermont. Withholding from 
nonresidents alone is in effect in California, 
Hawaii, Indiana, lowa, Maryland and New 
York. 

Withholding is extended with respect to 
residents of Puerto Rico beginning January 
1, 1955, in addition to existing withholding 
from nonresidents 


Income Tax Credits 


A development of the past few years has 
been the allowance by two states of a flat 
credit of a percentage of the corporation 
income tax. 


In Colorado, a credit of 20 per cent of 


the net 
business 


income tax otherwise due from 
corporations (other than banks 
and financial companies), allowed with respect 
to 1950, 1951, 1952 and 1953, was continued 
for the taxable year beginning January 1, 
1954, by H. B. 2-X, Laws of 1954 (First 
Special Session of 1954). The Department 
of Revenue has ruled, however, “that the 
20 per cent reduction in income tax (as to 
1954) applies only to taxpayers whose tax- 
able year began on January 1, 1954. The 
usual wording found in previous acts grant- 
ing the reduction omitted and fiscal 
year taxpayers legally have not been granted 
the reduction.” It is possible that 1955 
legislation may rectify the omission. 


was 


A 6 per cent credit of a similar nature, 
under the statutory authority of Section 
58.86.3., Code of Virginia, was given effect 
in Virginia by the governor’s proclamation 
in August, 1954, being allowed to corpora- 
tions for the calendar year 1954 or the fiscal 
year beginning in 1954, and to individuals 
and fiduciaries for the calendar year 1953 
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or the fiscal year beginning in 1953. A like 
credit for the respective earlier years had 
been allowed in 1953. 


Interstate Commerce 


Evidence of a closer scrutiny in 1954 by 
the Supreme Court of the incidence of a 
state tax where interstate commerce is in- 
volved is found in its opinion rendered in 
February in Michigan-Wisconsin Pipe Line 
Company v. Calvert et al., 3 stc § 200-108, 74 
S. Ct. 396. There, a Texas gas-gathering 
tax was regarded as invalid where the inci- 
dence of the tax fell, under the statute, 
upon gas when “taken” within the state at 
a time when it was already moving in inter- 
state commerce, the production and gather- 
ing of the gas having then ceased. “Here,” 
observed the Court, “it is perhaps sufficient 
that the privilege taxed, namely the taking of 
the gas, is not so separate and distinct from 
interstate transportation as to support the 
tax.” 


Also perhaps to be regarded as signs, 
collaterally, of a continued trend away from 
an enlargement of greater state tax jurisdic- 
tion are the instances recently of denials 
by the Supreme Court of petitions for writs 
of certiorari in connection with state court 
decisions holding corporations immune from 
the levy of state taxes because engaged 
in furthering interstate commerce. Examples 
are found in Coleman et al. v. Trunkline Gas 
Company, 3 src § 250-210, 63 So, (2d) 73, 
cert. den., 74 S. Ct. 41, involving the invalidity 
of the Mississippi privilege tax on pipeline 
companies engaged only in interstate com- 
merce, and in Gross Income Tax Division 
et al. v. Surface Combustion Corporation, 3 
stc § 250-216, 111 N. E. (2d) 50, cert. den., 74 
S. Ct. 51, 52, concerning the invalidity of 
the Indiana gross income tax as applied to 
shipment of machinery (jnstalled by the 
seller) across state lines. 


Further delimiting by the Supreme Court 
with respect to the imposition of a state’s 
tax is found in Miller Brothers Company v 
Maryland, 3 stc § 200-111, 74 S. Ct. 535, 
decided April 5, 1954. There, it was held 
that Maryland does not have jyrisdiction 
to require collection or payment of its use 
tax by a Delaware vendor who entered 
Maryland by truck to deliver goods pur- 
chased in Delaware by a Maryland resident. 
In the same vein, and on the same day, the 
Supreme Court ruled that a foreign express 
company, engaged only in interstate com- 
merce with respect to Virginia, was not 
subject to a state privilege tax based on 


gross receipts from such interstate com- 
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merce. (Railway Express 


Agency, Inc. v 


Commonwealth of Virgima, 3 stc § 200-112, 
745. Ct. 558.) 
In May, 1954, the ruling in the Miller 


Brothers Company case was applied, under 
comparable circumstances, by 
Supreme Court in a 
Arkansas gross 


the Arkansas 
involving the 
receipts tax in Thompson 
vu. Rhodes-Jennings Furniture Company, 3 st« 
{ 250-266, 268 S. W. (2d) 376. A petition 
for a writ of certiorari was filed on Septem- 


case 


ber 11, 1954, in the Supreme Court of the 
United States in one of the companion 
cases involved in this suit, and certiorari 


was denied on November 8, 1954 


Jurisdictions which have, by statute or 
regulation, reached out to require the. col- 


lection of the use tax under circumstances 


where there is merely an agent or repre- 
sentative within the state are Alabama, 
Arkansas, California, Colorado, Connecti- 
cut, District of Columbia, Florida, Georgia, 


Hawaii, Iowa, Kansas, Louisiana, Maine, 
Maryland, Mississippi, New Mexico, North 
Carolina, North Dakota, Ohio, Oklahoma, 
Pennsylvania, Rhode Island, South Caro- 
lina, South Dakota, Tennessee, Utah, Wash- 
ington, West Virginia and Wyoming. 


Of these states, Arkansas, Maine, Mary- 
land and West Virginia appear to be the 
only which presently have in their 
use tax law or regulations provisions which 
specifically extend collection to circumstances 
where a seller effects local delivery by a 
motor vehicle or conveyance 


ones 


Municipal Sales Taxes 


The number of California cities imposing 
sales taxes continues to mount, there being 
more than 170 cities. The comple- 
mentary use tax is from time to time levied 
by cities which did not originally impose 
this tax when their 
effective 


such 


sales taxes became 


Elsewhere throughout the country, the 
employment of local sales or use taxes re- 
mains restricted to a comparatively few 
areas in such states as Alabama, Colorado, 
Louisiana, Mississippi, New Jersey and New 
York. In Alabama, a number of cities 
impose retail sales taxes, including Florence, 
Jasper, Talladega and Winfield, and county- 
wide sales taxes are in effect in Colbert, 
Lauterdale, Marion and Tuscaloosa Coun- 
ties. Sales taxes are also found availed of 
by Denver in Colorado, Baton Rouge and 
New Orleans in Louisiana, Biloxi, Gulfport, 


Hattiesburg, Jackson, Laurel, Meridian, 
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Natchez, Pascagoula, Pass Christian and 
Vicksburg in Mississippi, Atlantic City in 
New Jersey, and New York City, Auburn, 
Niagara Falls, Poughkeepsie and Syracuse 
in New York State. Erie and Monroe 
Counties in New York impose county-wide 


j 
sales and use taxes. 


Municipal Income Taxes 


Pennsylvania remains as the state where 
the largest number of political subdivisions 
impose income taxes—approximately 400 
cities, townships, boroughs and school dis- 
tricts levying such a tax. Pittsburgh im- 
posed such a tax for the first time in 1954. 
In the other states, comparatively few 
municipalities derive income from local net 
income taxes. Chief among those which do 
so are cities in Ohio, including Barberton, 
Campbell, Cincinnati, Columbus, Dayton, Elm- 
wood Place, Maumee, Norwood, Springfield, 
St. Bernard, Struthers, Toledo, Warren and 
Youngstown. In Kentucky, the cities of 
Lexington, Louisville, Newport and Paducah 
impose license taxes applicable to corpora- 
tions and others measured by income. In 
Lexington and Louisville, net profits form 
the basis of the levy, while in Newport and 
Paducah gross receipts are the basis 


A “general business tax,” measured by 
gross receipts, has been levied by New York 
City since 1934 and by the Philadelphia 
School District since 1949. The Monroe 
County, New York general business tax, 
which was effective to May 1, 1952, was 
made unavailable to counties of the state 
after that date by Chapter 789, Laws of 


New York, 1952. 


The validity of the St. Louis, Missouri 
income or “earnings” tax has recently been 
before the courts. After it was held con- 
stitutional by the Circuit Court of St. Louis, 
and after that decision was affirmed by the 
Missouri Supreme Court in Walters v. St 
Louis et al., 259 S. W. (2d) 357, an appeal was 
filed in the Supreme Court of the United 
States on October 2, 1953. The decision 
was affirmed on March 15, 1954, the Supreme 
Court concluding that the tax was not dis- 
criminatory within the meaning of the due 
process and equal protection clauses of the 
Fourteenth Amendment to the federal Con 
stitution. (Walters v. St. Lows, 3 stc 
q 200-110, 74 S. Ct. 505.) This decision 
was rendered shortly before the legislative 
authority of the city to impose the tax ex- 


pired on March 31, 1954. No tax was 
levied during the month of April. The 
Missouri State Legislature, by S. B. 3-XX, 
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Second Special Session, approved and effec- 
tive April 21, 1954, authorized the reim- 
position of the tax. A new city earnings tax 
ordinance, with provisions resembling those 
previously in effect, was adopted by the 
city on April 28, 1954, effective on May 1. 


Taxation of Aircraft 


The question as to the extent to which a 
state may impose ad valorem personal prop- 
erty taxes upon the flight equipment of air- 
plane companies, used in interstate com- 
merce with respect to the state, has recently 
been the subject of litigation in Nebraska. 
There, a foreign airline corporation sought a 
declaratory judgment which involved the appli- 
cation of a statutory method of allocation of 
values concerned with aircraft arrivals and 
departures within and without the state, 
revenue tons handled within and without 
the state, and originating revenue within 
and without the state. The Nebraska Su- 
preme Court ruled that Nebraska and other 
similarly situated states had the power to 
impose such an ad valorem personal prop- 
erty tax upon the flight equipment of such 
a company engaged in interstate commerce 
in the taxing state when the property has 
been continuously outside the state of the 
owner’s domicile and when the assessed 
value determined bears a fair and reason- 
able relation to the use made of it in the 
taxing state. (Mid-Continent Airlines, Inc 
(now Braniff Airways, Inc.) v. Nebraska 
State Board of Equalization and Assessment, 
157 Neb. 425, 59 N. W. (2d) 746.) On June 
1, 1954, the Supreme Court upheld the 
Nebraska high court, regarding the com- 
pany’s regular contacts with the state, 
daily flights and the rental of 
ground facilities, as sufficient to sustain the 
power of the state to levy an apportioned 
ad valorem tax on its aircraft. (Braniff 
Airways, Inc. v. Nebraska State Board of 
Equalization and Assessment et al., 3 stc 
§ 200-113, 74 S. Ct. 757.) 


through 


The Supreme Court had previously held, 
in 1944, that Minnesota could tax, for prop- 
erty tax purposes, an entire fleet of air- 
planes, used principally in interstate commerce 
by a Minnesota airline corporation with its 
principal place of business in that state, 
under circumstances where none of the 
company’s property was shown as perma- 
nently situated elsewhere. (Northwest Air- 
lines, Inc. v. State of Minnesota, 1 stc ¥ 475, 
64 S. Ct. 950, reh’g den., 65 S. Ct. 26.) The 
Court referred to this earlier case, pointing 
out that there no property was shown as 
permanently situated in a state other than 


State Tax Trends 


the state of the domicile of the corporation. 
In the Braniff case, however, it ruled that 
there could be applied the doctrine that 
states other than that of the corporate 
domicile may tax vehicles in interstate com- 
merce on the apportionment basis in ac- 
cordance with their use in the taxing state. 


Of collateral interest is a ruling of the 
highest Court in 1949 to the effect that 
Louisiana could tax watercraft, owned by a 
foreign barge line corporation engaged in 
interstate commerce, which came within the 
boundaries of that state at irregular inter- 
vals if the tax was fairly apportioned to 
commerce carried on within Louisiana. 
(Ott et al. v. Mississippi Valley Barge Line 
Company et al., 2 stc § 200-031, 69 S. Ct. 432, 
reh’g den., 69 S. Ct. 653.) 


Property Stored and in Transit 


In 1954, Massachusetts, by Chapter 459 
(amending Chapter 59 of General Laws), 
and in 1953, Connecticut, by Chapter 86, 
Section 865(c), Laws of 1953, and Wyoming, 
by Chapter 62 (amending Section 32-602, 
Wyoming Compiled Statutes, 1945), joined 
Arizona, Nevada, New Jersey, North Caro- 
lina, Utah, Washington and Wisconsin, in 
which immunity from ad valorem taxation 
of property in transit or temporarily in stor- 
age had previously been effected. 


The Massachusetts law provides for the 
exemption from local property taxes of per- 
sonal property of those having neither a 
domicile nor a place of business in Massa- 
chusetts while such property is stored in 
original packages in a public warehouse. 
Connecticut provided for the exemption 
after November 1, 1953, of merchandise of 
nonresident individuals and organizations 
not having an office or place of business in 
the state, which is shipped into the state by 
such persons and placed in storage in the 
original package in a public commercial 
storage warehouse or on a public wharf. 
The 1953 Wyoming legislation brought 
about the exemption of personal property 
“in transit” through the 
manufactured goods, 
fertilizer, tools, supplies and merchandise 
which is consigned to a warehouse in 
Wyoming from outside the state for storage 
or assembly in transit to a final destination 
outside Wyoming, whether such destination 
is specified before or after the transporta- 
tion begins, provided the property does not 
remain in the state more than nine months. 


defined as 
seeds, 


State, 


wares, feed, 


In Arizona, personal property, moving 


through the state or consigned to a ware- 
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house in the state from a point outside for 
storage or assembly in transit to a final 
destination outside the state, is regarded as 
acquiring no situs in the state and as exempt 
from taxation upon establishment of a claim 
to such exemption by the owner. (Chapter 
70, 1951 Session Laws of Arizona.) A 1949 
Nevada enactment provided that personal 
property in transit through the state is 
exempt from ad valorem taxation, ware- 
housemen being obliged to keep records of 
such property in their warehouses and to 
certify all claims for such exemption. 
(Chapter 77, Statutes of Nevada.) In New 
Jersey, “all personal property stored in a 
warehouse of any person, copartnership or 
corporation engaged in the business of stor- 
ing goods for hire” is exempt, as are the 
metal contents of ores and unrefined metals 
owned by nonresidents of New Jersey and 
stopped in transit through the state for the 
purpose of refining (Titles 54:4-3.19, 
54:4-3.20, Revised Statutes of New Jersey, 
1937.) The exemption in North Carolina 
is limited to farm products; it provides that 
“all cotton, tobacco or other farm products 
owned by the original producer, or held 
by the original producer in any public ware- 
house and represented by warehouse re- 
ceipts, or held by the original producer for 
any cooperative marketing or grower’s as- 
sociation shall be exempt from taxation for 
the year following the year in which grown, 
but not for any year thereafter.” (Section 
105-297(12), General Statutes of North 
Carolina.) Utah has a provision that all 
property, consigned to a consignee in the 
state from outside the state, which is to be 
forwarded to a point outside the state, and 
which is entitled under the tariffs, rules and 
regulations approved by the Interstate 
Commerce Commission to be forwarded at 
through rates from the point of origin to the 
point of destination, if not detained within 
the state for a period of more than 90 days, 
is deemed to be property moving in inter- 
state commerce and not subject to taxation 
(Section 80-2-3, Utah Code Annotated, 
1943.) In the State of Washington, there is 
an exemption related to property in transit, 
including “goods, wares, and merchandise 
manufactured or produced in any of the 
territories or possessions of the United 
States situated outside the boundaries thereof, 
and all raw furs produced outside the state 
of Washington and brought into the state 
for the sole purpose of transportation 
through and to points without the state, 
while being so transported, or while held 
in storage in a public or private warehouse 
awaiting such transportation, .. . if actually 


136 February, 1955 © TAXES—The Tax Magazine 


shipped to points outside the state on or 
before April 30th of the first year for which 
they would otherwise be taxable.” (Section 
84.36.170, Revised Code of Washington.) 
Wisconsin legislation stipulates that “mer- 
chandise shipped into this state and placed 
in storage in the original package in a com- 
mercial storage warehouse or on a public 
wharf shall while so in storage be con 
sidered in transit and not subject to taxa 
tion ” (Section 70.111(10) Wisconsin 
Statutes, 1953.) 


There are 41 states which have a single 
assessment date each year, fixed by statute, 
as of which personal property is assessed 
for ad valorem tax purposes. Ordinarily, 
where property has become a subject of 
assessment on that date, the subsequent dis 
position of it by sale or by removal to an 
other state or country does not change a 
liability to such ad valorem taxation which 
has previously become fixed (Wood v 
McCook Water-Works Company, 97 Neb. 
215, 149 N. W. 417; Empresa Siderurgica, 
S. A. et al. v County of Merced et al., 2 stc 
{ 200-034, 337 U. S. 154; Joy Oil Company, 
Ltd. v. State Tax Commission, 2 stc ¥ 200-035, 
337 U. S. 286.) 

This rule was recently applied by the 
Nebraska Supreme Court, which upheld the 
ad valorem taxation of property stored 
within the state on the assessment date, 
March 10, which had been shipped out of 
the state in interstate commerce two days 
later under arrangements previously made. 
(State v. T. W. Jones Grain Company, 156 
Neb. 822, 58 N. W. (2d) 212.) The Supreme 
Court of the United States refused to re 
view this decision by denying a petition for 
a writ of certiorari on November 30, 1953 

Where, however, an interstate movement 
of property has actually been started prior 
to such a fixed assessment date, the gen- 
eral trend of decisions is to the effect that 
a temporary halt in transportation does not 
furnish a basis for a situs for tax pur- 
poses in the state in which the interruption 
occurs. (Champlain Realty Company v. Town 
of Brattleboro, 260 U. S. 366; Export Leaf 
Tobacco Company v. Los Angeles County, 
89 Cal. App. 909, 202 Pac. (2d) 622; 
Archer-Daniel-Midland Company v. Board of 
Equalization of Douglas County, 154 Neb. 
632, 48 N. W. (2d) 756.) 


Out-of-State Tax Collection 

The movement toward provision for 
reciprocity in facilitating collection of state 
taxes in the courts of states other than those 






; 
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imposing them has now reached such pro- 
portions that nearly 
in this group. 


half of the states are 


Twenty-three today have their 
courts open to the tax-collecting officials of 
other states to _ institute directly 
against tax debtors. This makes unneces- 
sary the reduction of the tax claim to judg- 
ment in the courts of the taxing state and 
suit on the judgment in the courts of the 
reciprocating The condition is im- 
posed, in each instance, that any state seek- 
ing to take advantage of 
must first have 


States 


suits 


State. 


such legislation 
extended a_like courtesy 
by having enacted reciprocal legislation. 
Mississippi joined this group by enact- 
ing H. B. 404, Laws of 1954. 
states having such legislation in 
Alabama, Arkansas, California, Georgia, 
Indiana, Kansas, Kentucky, Louisiana, Maine, 
Maryland, Michigan, Minnesota, Missouri, 
New North Carolina, Okla- 
homa, South Dakota, Tennessee, 
Virginia, Washington and Wisconsin. 


A 1953 which Oklahoma 
availed itself of such reciprocal legislation 
to recover Oklahoma sales taxes and penal- 
ties in the Kansas courts is State of Okla- 
homa ex rel. Oklahoma Tax Commission v 
H. D. Lee Company, Inc., 3 stc § 250-221, 174 
Kan. 114, 254 Pac. (2d) 291. 

Under conditions where there is no such 
reciprocal legislation permitting state tax- 
collecting 


The other 
effect are 


Hampshire, 
Oregon, 


decision in 


officials to sue in their official 
capacity directly for taxes due, the trend 
of the decisions has been that, before suit 
can be brought in the courts of another 
state, the taxing state must first reduce its 
tax claim to judgment in its own courts and 
then institute suit on that judgment in the 
courts in the other which the tax 
This apparently re 
mains the situation with respect to the tax 
claims of 
acted 
remains the 


state in 
debtor can be found 


those states which have not en- 


such reciprocal legislation; it also 
with respect to the 
tax claims of states which have enacted such 
legislation and which seek to pursue tax 
debtors in states where such legislation has 


not been enacted.* 


situation 


A Forward Glance 


An examination of the shadows cast by 
recent decisions of the Supreme Court of 


the United States involving questions of 
the taxation of 
clusively in 


corporations 
interstate 


engaged ex 
commerce with re- 
* For a general discussion of litigation involv- 
ing collection of state taxes in other states in 
the absence of reciprocal legislation, see Edward 
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spect to a state gives indication of a closer 
drawing of the line by that court where such 
interstate commerce is concerned. The 
adverse decisions from the standpoint of 
the states in such litigation as the Miller 
Brothers (Maryland use tax), the 
Michigan-Wisconsin Pipe Line decision 
(Texas gas-gathering tax), the Railway Ex- 
press Agency case (Virginia tax on express 
company) and the earlier Spector Motor 
Service case (Connecticut franchise tax), all 
previously mentioned, give basis for antici 
pation that the Court may be expected to 
apply a like strict construction of the inter 
state commerce clause of the federal 
stitution to future state tax situations involving 
those whose relations with a state are limited 
to the furtherance of 


case 


Con- 


interstate commerce 

On the state level, there also appears a 
line of cases trending in the same general 
direction. In Georgia, for instance, there 
are the Dan River Mills decision, the Red 
wine v. United States Tobacco Company case, 
and the opinion in Redwine v. Schenley Indus- 
tries, Inc., all previously mentioned and all de 
cided under the Georgia income tax law as 
it stood prior to its amendment embracing 
income from interstate or foreign commerce 
as taxable. In Pennsylvania, there is the 
Roy Stone Transfer case and in Indiana the 
Surface Combustion Corporation case, both 
of which have been previously mentioned 
In a recent opinion, rendered June 7, 1954, 
the Michigan Supreme Court went so far as 
to rule, with respect to the Michigan fran 
chise or privilege tax, that where a steam- 
ship company was engaged in intrastate 
and interstate and foreign commerce with 
respect to Michigan, the numerator of the 
apportionment fraction might not include 
the tonnage of cargoes transported in inter 
state and foreign The 
was to direct the fraction 
was 
tonnage to 


commerce. result 


use of a which 
limited to the intrastate 
total tonnage of all types 
handled—intrastate, interstate and foreign 
(Gartland Steamship Corporation v. Michigan 
Corporation and Securities Commission, 3 81% 


{ 250-268, 339 Mich. 661, 64 N. W. (2d) 886.) 


relation of 


Thus, the most recent decisions reflect a 
stricter construction of the interstate com 


merce clause where state taxes are under 


and further 
lor taxpayers 


court 


review may presage victories 


take 


resist 


who steps, through 


action, to payment of state 


taxes under the com 


[The End] 


Roesken, ‘‘Out-of-State Collection,’’ 27 
955 (November, 1949) 


based on immunity 


merce clause. 


TAXES 


137 








A Lease Coupled with an Option 
to Purchase Raises the Question 


of the Lessee’s Equity 


Leasing Industrial Machinery— 
Some Tax Problems of 


th 





| URING the past few years, partly as 

a result of increased corporation tax 
rates, many taxpayers have been giving at- 
tention to the desirability of renting indus- 
trial equipment used in their businesses, rather 
than buying the equipment. The principal 
advantages claimed for the lease as opposed 
to outright purchase are: (1) that rental 
deductions which may be claimed in their 
earlier years are higher than depreciation 
deductions, thus saving tax money and (2) 
that the lessee’s capital requirements are 
less since he does not have to invest addi- 
tional funds in capital assets, If the property 
is leased outright for a period of years there 
are usually no tax complications, and the 
lessor is entitled to a deduction for the rent. 
When the lease is coupled with an option 
to purchase the equipment at some later 
date, however, tax problems may arise, 
since the option in itself represents another 
interest in the property in addition to 
the leasehold 


A rental deduction is not permitted by 
Section 162(a) of the recently enacted Inter- 
nal Revenue Code of 1954 for payments 
made for the use of property where the 
taxpayer has an equitable interest therein, 
or where he has taken or is taking title to 
the property 
in the 


There was a similar provision 
law. Accordingly, amounts 
which are ostensibly paid as rent but which 
actually constitute a part of the purchase 
price of property have been held not deduct 


ible 
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In litigation on this point, therefore, 
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the courts have been faced with the prob- 
lem of determining whether so-called rental 
payments were bona fide or whether they 
actually represented installment payments 
on a conditional sales contract in any situa- 
tion where there was a possibility of tie 
lessee’s taking title to the property at some 
future date. Factual situations which have 
been considered by the courts have ordi- 
narily fallen into one of two groups: (1) 
Title to the property vests in the lessee 
after the specified rental payments have 
been made or at the end of the lease period 
upon the payment of a nominal option price 
and (2) title may vest in the lessee at a 
specified time, or at any time during the 
lease period upon the payment of an option 
price which is clearly not nominal. 


Where the option price is a mere sham, 
in some cases as low as $1, the courts have 
consistently refused to consider the agree- 
ment a lease. This is the situation set 
forth in (1) above, and the point of view 
taken by the courts is clearly outlined in 
the following quotation from the commis- 
sioners’ notes on the Uniform -Conditional 
Sales Act, paragraph 1: 


“LA lease is substantially equivalent to a 
conditional sale] when the buyer is bound 
to pay rent substantially equal to the value 
of the goods and has the option of be- 
coming or is to become the owner of the 
goods after all the rent is paid That 
the buyer cases, has the option 
of becoming the owner and thus a sale is 


in some 
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the Lessee 


By CARL A. NEWLIN, Jr. 
Price Waterhouse & Co., 


Chicago 


not sure to take place, is of but small im- 
portance, for, as a practical matter, the 
buyer will always be willing to accept 
ownership when he has paid the value.” 


This approach has been further amplified 
in Section 336 of Williston on Sales, Second 
Edition, page 780, quoted in part as follows: 


“Apart from statutes courts have disre- 
garded the form of the transaction and have 
held that where payment of so-called rent 
nearly or quite pays the price of the goods 
the bargain is conditional sale and subject 
to the rules governing that kind of trans- 
action.” 


In line with the latter quotation, the Board 
of Tax Appeals as early as 1929 in Jefferson 
Gas Coal Company, CCH Dec. 5283, 16 
BTA 1135, said: “The use of techuical 
words or phrases which have a definite legal 
signification cannot defeat the intent of the 
parties if that intent is manifest from the 
whole agreement.” Two years later in 
A. B. Watson, 24 BTA 466, a similar state 
ment was follows: “We cannot 
hold that a relationship of lessor and lessee 
resulted merely because of the legal 
form employed and the words used therein, 
when it appears more clearly that the parties 
obviously 


made as 


and by their various 
acts and deeds accomplished, a sale instead.’ 


intended, 


In both of these cases the option fee was 
$1. It settled that in this 
type ol a nominal option 


lessee is 


appears to be 
situation, with 
price, the 


purchaser 


so-called actually a 
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The problem which has created extensive 
litigation, however, is whether, and under 
what circumstances, transactions of the 
second type should be treated as conditional 
sales for tax purposes. The courts have 
endeavored for many years to develop a 
satisfactory test for distinguishing between 
genuine leases and those which resemble 
a conditional sales agreement sufficiently to 
be taxed as such. From the extensive list 
of cases a number of factors have developed 
to which the courts will give consideration 
in making their decision as to whether a 
lease or sale exists. These factors may he 
classified in two groups: first, those which 
deal with the objective economic aspects 
of the agreement, and second, those which 
relate to the intent of the parties. 


Objective Economic Factors 


Although various court decisions have set 
forth several factors which might fall into 
this category, closer observation indicates 
them to be variations of one point—the 
relationship of the option price to the value 
of the property at the time the option is 
or will be exercised. In other words, is 
the lessee getting a bargain purchase when 
he exercises his option? The more nearly 
the option price approaches the fair market 
value, the less likely are the courts to con- 
tend that the interim payments are pur- 
chase monies rather than rentals. 


In order to determine whether the option 
price is in effect a bargain price some 
reasonable estimate must be made as to 
the value of the property on the date of 
exercising the option. Such a determination 
has sometimes hinged on the manner in 
which the option price is set. Ordinarily 
the agreement provides for one of two 
usual methods: (1) The option price is a 
stated figure, with no valuation for the 
property at the beginning of the lease 
period specified or (2) a fixed value is as- 
signed to the property as of the beginning 
of the lease period and the interim pay- 
ments are stipulated as being deductible 
from the initial valuation in arriving at the 
option price. 


In circumstances where the option price 
is set, as in (1), above, the courts have 
considered the remaining useful life of 
the property as an aid in determining the 
value as of the option date; for example, 
see Judson Mills, CCH Dec. 16,485, 11 TC 
25. In this case the lease period was five 
years, and the useful life of the machines 
was estimated to be 12 to 16 vears. Ap- 
parently a low option price, compared to 
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the total of the interim payments, and 
coupled with a useful life materially in 
excess of the lease period, is prima-facie 
evidence to the Tax Court that the option 
price constitutes a bargain purchase. 

The market value of similar property at 
the option date may also be a significant 
factor. In its opinion in H, T. Benton, CCH 
Dec. 17,873(M), 9 TCM 811 (rev'd, 52-1 
ustc § 9367, 197 F. (2d) 745 (CA-5)), the 
Tax Court said: “If the value of the prop- 
erty here was less than the option price, 
then petitioners acquired no equity in the 
property. The converse of 
is true, and if its 


this, however, 
value or market price 
exceeded, or materially exceeded the option 
price, then it would appear that petitioners 
did have an equity therein.” The circuit 
court, however, disagreed with the Tax 
valuation of the property at the 
option date, stating that the option price 
was probably all the property was then worth. 


Admittedly, market value may not be 
easy to ascertain and at best can be only 
an informed guess when the option price 
has been determined at the beginning of 
the lease period. Depending upon the length 
of the lease period, fluctuations in prices 
and demand may upset the estimate made 
by the parties as to the probable value of 
the property at the option date. Considering 
such a possibility, the circuit court pointed 
out in H. T. Benton, above, that the economic 
relationship at the time the parties entered 
into the contract and established the option 
price, not the relationship on the date the 
option was exercised, should be controlling. 
In most circumstances, the circuit court 
added, the option price represents the best 
judgment the parties can make as to the 
probable value of the property on the option 
date, and the hindsight of the Commissioner 
and the Tax Court should not be sub- 
stituted therefor. Furthermore, the eco- 
nomic relationship of the value of the property 
to the option should be only one 
factor to be considered in determining in- 
tent of the parties and should not 
of itself be controlling 


Court's 


price 
in and 


More frequently, however, the option price 
is established as in (2), above, whereim the 
interim payments are applied against a 
stated value set forth in the agreement. 
Under these circumstances, the option may 
oftentimes be exercised at any point during 
the life of the lease, thus introducing the 
factor of a variable option price. In the 
absence of a fixed option price to compare 
with the market value of the property, the 
courts have, of necessity, developed an al- 
ternative approach. In these situations the 
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size and total amount 


ot the interim pay- 
ments become important. The Tax Court 
has sometimes compared the interim pay- 
ments to normal depreciation which would 
be allowed on similar property. An attempt 
was made in Chicago Stoker Corporation, 
CCH Dec. 17,542, 14 TC 441, to lay down 
a rule which taxpayers might follow in 
such circumstances. The significant portion 
of this rule is: “If payments are 
enough to exceed the depreciation and 
value of the property and thus give the 
payor an equity in the property, it is less 
of a distortion of income to regard the 
payments as purchase price and allow de- 
preciation on the property than to offset 
the entire payment against the income of 
one year.” 


large 


Another factor which has not often been 
mentioned specifically in Tax Court opinions 
is the relationship of the interim payments 
to the open market rental for similar prop- 
erty. As a test of the reasonableness of the 
interim payments, this factor, if determin- 
able, might well be That it 
has not frequently appeared in support of 
a lessee’s contention that interim payments 
were “rentals” may indicate either that no 
such figure was available or that such a 
comparison would not have been favorable 

In 1951, in Lows E. Whitham, CCH Dec. 
18,199(M), 10 TCM 250, an attempt was 
made to sum up the current status of the law: 


“Tt is well settled that such pay- 
ments made on contracts for the rental of 
equipment, with the option to purchase at 
the end of or during the rental period, are 
not deductible as business expenses, where 


considere d. 


now 


the so-called lessee is expected to acquire 
ownership of the property at the end of the 
rental term and the payments are large 
enough to exceed depreciation and value and 
and thus give the payor an equity in the 
property by reason of such payments.” 
In light of other more authoritative de- 
cisions, the above statement 
as conclusive as it appears. 


may not be 
It is believed, 
however, that if an agreement provides for 
payments not materially larger than the de- 
preciation charges, the deduction for the 
rent can be supported. As the spread be- 
tween the rental payment and the deprecia- 
tion charge increases, the deduction for the 
rental becomes increasingly difficult to sustain. 


Intent of Parties 


The view has been expressed that the 
taxation of lease-purchase agreements should 
depend upon whether the parties intended 
to enter into a lease or into a conditional 
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sales agreement. In Benton, cited above, the 
circuit court said: “Whether what is in 
form a lease is in effect a conditional sales 
contract depends on the intention of the 
parties.” This court further stated: “If 
the parties in good faith actually intended 
to enter into a lease contract, then the 
up until the time that he exer- 
cised his option to purchase, acquired no 
title to or equity in the property.” The 
following factors were pointed out as in- 
dicative of the intention of the parties to 
enter into a lease contract: (1) The rental 
was reasonable, (2) the option price was 
probably about equal:to the value of the 
property at the option date, (3) the conduct 
of the parties was consistent with a lease 
and (4) the lessor reported the income re- 
ceived as ordinary income. 


taxpayer, 


The most important concept introduced in 
the Benton case appears to be the idea that 
the taxpayer acquires no “equity” in the 
property until he exercises the option. This 
is a significant departure from the rather 
consistent position of the Tax Court that 
an equity could be acquired prior to the 
exercise of the option if a certain relation- 
ship between the option price and the value 
of the property existed. Intent, however, 
is still a most subjective element and not 
easily susceptible to accurate determination 
by a court of law. In view of this fact, it 
would appear inadvisable to place too much 
reliance on the concepts developed in the 
Benton case. 


That the 
the doctrine of 


Tax Court does not subscribe to 
“intent” as determinative 
in borderline situations is indicated by their 
statement in Judson Mills, cited above, as 
toupee =~, whether 


the contract was in the form of a lease or a 


matters not 


conditional sale, or what was the intention of 
the parties; if, under the terms of the con- 
tracts by which the payments were made, 
the petitioner acquired an equity in the ma- 
chinery the payments would not be 
deductible, due to the limitation prescribed 
n the 


code.” (Italics supplied.) 


Since the courts will usually look to the 
economic factors to help to determine the 
intent of the parties, the distinction between 
the economic factor approach and the in- 
tent approach may not be too important, In 
the Benton case, for example, although the 
court appeared to rely on the parties’ intent, 
nevertheless the agreement met the principal 
economic test in that the option price was 
about equal to market value. 
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Other Considerations and Conclusion 


In a few of the cases the possibility of 
repossession of the property by the lessor- 
seller on bankruptcy or failure to pay has 
been considered as indicating that no sale 
was intended. 
inserted in 
conditional 


Such a clause is ordinarily 
either a rental agreement or a 
contract to protect the 
lessor-seller’s interest and ordinarily would 
not be accorded a great deal of weight. 


sales 


A taxpayer may ordinarily take advantage 
of tax and other benefits of leasing rather 


than purchase property without any serious 
tax complications. If the lease is coupled 
with an option to purchase, however, the 
agreement should be examined to see if 
such an option conveys to the lessee an ad- 


ditional interest or equity in the property. 


An agreement allowing the purchase of 
the property for a price estimated, at the 
time the contract is signed, to be the fair 
value of the property at the option date 
will ordinarily convey no equitable interest 
to the presumably he could 
purchase similar property on the open mar- 
ket at the same price. Although the courts 
have used hindsight in applying this test by 
comparing the option price with the actual 
market value at the option date, it is be- 
lieved that if the demonstrate 
that the option price set at the date of the 
agreement represented a reasonable estimate 
of the value based on the facts known at 
the time, the rental payments should be allowed, 

To the 
lower than 


lessee since 


lessee can 


extent that the option price is 
the estimated fair value at the 
option date, it is reasonable to conclude that 
a portion of the rental payments represents 
an acquisition of an equitable interest in 
the property. Accordingly, the greater the 
spread between the value and the option 
price, the more difficult it would be to con- 
vince the tax authorities that a 
lease was intended. 


bona-fide 


Similarly, if the payments are to be ap- 
plied, at the lessee’s option, against a fixed 
purchase price, the spread between the 
rental payment and the depreciation charge 
is significant. If the rental payments will 
permit the lessee to acquire title over a 
much shorter period than the estimated use- 
ful life of the equipment, it is reasonable 
to conclude that with each payment the 
lessee acquires an equity in the property, 
and he will probably be taxed accordingly. 


The legal problems involved in setting 
up a lease-purchase agreement should, of 
course, be referred to legal counsel. 


[The End] 
141 








This Article on Code Sections 264 and 267 


Was First Presented at the Symposium 


of the Federal Tax Forum in New York City 


The Nondeductibility of Certain 
Expenses and Interest 


[ NDER the Internal Revenue Code of 

1939, as amended, Section 24 clearly 
sets forth the general and specific rules for 
disallowance of certain items as deductions 
in computing taxable income. Various loop- 
holes have been discovered by alert tax 
practitioners, and attempts to circumvent 
some of the provisions of Section 24 have 
been successful in many cases. The follow- 
ing article deals primarily with Sections 
264 and 267 of the Internal Revenue Code 
of 1954 which are set out under that part of 
the Code entitled “Items Not Deductible.” * 
An attempt will be made herein to point up 
exactly where the Commissioner's artillery 
has been reinforced. 


Section 264: Certain Amounts Paid 
in Connection with Insurance Contracts 


The Internal Revenue Code of 1939, as 
amended, denied interest deductions on any 
debt incurred to buy or carry a single-pre- 
mium life insurance or endowment contract, 
or where substantially all the premiums on 
such a policy were paid within four years 
from the date of purchase of the contract.’ 
In the latter case, the contract was treated 
as a single-premium contract, and the inter- 
est deductions were likewise disallowed. 
Section 264 of the 1954 Code expands this 
provision to close some of the loopholes 
that have developed. 


Prior law did not extend denial of the 
interest deduction to indebtedness incurred 


11954 Code, Chapter I, Subchapter B, Part 
Ix 





in order to purchase single-premium an- 
nuity contracts. Section 24(a)(6) denied 
a deduction in respect of: “Any amount 
paid or accrued on indebtedness incurred or 
continued to purchase a single premium life 
insurance or endowment contract. For the 
purposes of this paragraph, if substantially 
all the premiums on a life insurance or en- 
dowment contract are paid within a period 
of four years from the date on which such 
contract is purchased, such contract shall be 
considered a single premium life insurance 
or endowment contract % 


Many insurance companies, therefore, 
promoted the sale of annuities for small 
cash payments together with loans to cover 
the balance of the single-premium cost of 
the annuity. The policy purchaser took the 
interest deduction with a resulting tax sav- 
ing that reduced the net interest cost after 
federal tax, saving far below the increment 
in value produced by the annuity. 


The House bill denied the interest de 
duction to the purchasers of single-premium 
annuity contracts purchased after March 1, 
1954. The House bill further provided that 
if an amount is deposited with an insurer 
for the payment of a substantial number of 
future premiums on the policy, the contract 
will then be treated as a single-premium 
contract, and that no interest deduction 
would be allowed on the indebtedness in- 
curred or continued to purchase or carry 
such a contract. The only amendment made 


2 1939 Code, Sec. 24(a)(6). 
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in the Senate version of Section 264 limited 
the preceding rule to amounts deposited 
after March 1, 1954. The House accepted 
this March 1, 1954 cut-off date. The new 
prohibition on “deposits” or “advance pre- 
miums” closed another loophole under prior 
law. Previously, a purchaser was able to 
borrow an amount approximating the single- 
premium cost of a policy, and instead of 
purchasing the policy outright, he could 
deposit the borrowed funds with the insur- 
ance company for payment of future pre- 
miums on the policy. This is no longer 
possible under Section 264. 


Since tax-saving devices on insurance 
policy loans are of interest principally to 
cash-basis taxpayers in the very high tax 
brackets, the new amendments affect ad- 
versely a fairly small number of taxpayers 
and do not injure policy-loan borrowers on 
a retroactive basis. The prohibition is di- 
rected against a new loan made after March 
1, 1954, and not against interest paid at any 
time after March 1, 1954, on a loan effected 
before March 1, 1954. Loan renewals made 
after March 1, 1954, will apparently come 
within the terms of the new prohibition. It 
is felt that the regulations will treat such 
renewals as new loans. 


Section 267: Losses, Expenses 
and Interest with Respect to Transactions 
Between Related Taxpayers 


Section 267 greatly tightens up Section 
24(b) and (c) of the prior law. Section 
24(c) required actual or constructive pay- 


Nondeductibility of Certain Items 


ment of interest or expense items within 
75 days after the end of a fiscal tax year as 
between or among taxpayers closely affili- 
ated or associated by blood or through com- 
mon control. Section 24(b) sought to prevent 
the tax deduction of any loss where the 
transaction was entered into between related 
persons, the theory being that the transac- 
tion could not have been deemed complete 
since the seller retained economic control 
over the property through other family 
members or business affiliates even after 
the sale. In defining the persons who are 
“related” taxpayers, the new amendments 
have broadened the classes to include (1) 
a fiduciary dealing with a beneficiary of any 
other trust created by the same grantor, 
(2) a fiduciary dealing with a corporation 
controlled by the grantor of the trust and 
(3) an exempt organization controlled by a 
person or his family. 


Under prior law, the tax consequences of 
a sale between related taxpayers which 
came within the purview of Section 24(b) 
were extremely serious. An examination of 
the section indicates that the loss on the 
sale cannot be taken as a deduction by the 
seller, and an additional serious tax conse- 
quence was ever present in that the pur- 
chaser’s basis for the property was reduced 
in spite of the fact that the seller derived no 
tax benefit from the sale. Let us take as an 
example a concrete case which will be 
treated a bit later in connection with the 


results obtained under new Section 267: 


Assume that A sells a piece of property 
which cost him $10,000 to his brother, B, 
for $6,000. B later sells to an unrelated 
taxpayer for $9,000. Under the now obso- 
lete Section 24(b), the entire loss on the 
sale from A to B in the amount of $4,000 is 
disallowed. When B sells to C, gain is 
recognized to the extent of $3,000. (Sales 
price, $9,000, less B’s cost of $6,000.) B 
must use the $6,000 cost as his basis for all 
purposes. This has been completely changed 
under the new Code 


The new law provides that gain is now 


recognized to the original 


transferee only 
to the extent that it exceeds the amount of 
loss not previously allowable to the transferor 
In the above example, B “inherits” A’s tax 
cost of $10,000, and B will now report a 
loss of $1,000 instead of a taxable gain of 
$3,000. In this way, the combined tax re- 
sults on sales of property to unrelated tax- 
payers generally will be the same as if the 
initial sale to a related taxpayer did not 
take place at all. 
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Section 24(b) of the 1939 Code has been 
widely utilized by the Commissioner in 
attacking indirect as well as direct sales 
between related taxpayers. Much litigation 
has developed on the crucial point of the 
statute which defines related taxpayers. The 
Commissioner on several occasions has found 
the courts sympathetic to “equitable exten- 
sions” of the exact statutory language; at 
other times, the courts have adhered to the 
precise or specific language of the statute. 
For example, in the case of Maurice Bower 
Saul,” taxpayer sold stock to his brother's 
sons-in-law. 
funds 


The purchases were made with 
supplied to the purchasers by the 
taxpayer's brother—through their respective 
wives. The Commissioner’s contention was 
that the transaction was in reality a sale 
between brothers. The Tax Court denied 
the Commissioner’s contention that Section 
24(b) was properly applied, and stated that 
technically the sale was between the tax- 
payer and the sons-in-law of the taxpayer’s 
brother, and that the parties “had the right 
to choose the method actually adopted.” 


The definition of related persons 
tained in Section 24(b) of the 1939 Code 
principally covers the following four cate- 
gories: (1) members of a family, (2) a 
controlled corporation, (3) certain controlled 
corporations and (4) certain parties to a trust. 


267(b) of the 1954 Code has 
added the following relation- 
ships in an effort to close existing loopholes: 


con- 


Section 
specifically 


(7) A fiduciary of a trust and a benefi- 
ciary of another trust, if the same person 
is a grantor of both trusts; 


“(8) A fiduciary of a trust and a corpora- 
tion more than 50 percent in value of the 
outstanding stock of which is owned, di- 
rectly or indirectly, by or for the trust or by 


or for a person who ts a grantor of the 
trust; or 
“(9) A person and an organization to 


which section 501 (relating to certain edu- 


cational and charitable organizations which 
are exempt from tax) applies and which is 
controlled directly or 


indirectly by such 


person or (if such person is an individual) 


by members of the family of such individual.” 


Subsection 8, as quoted above, comes as 


a direct result of a recent decision in the 


Tax Court. In the Snively case,’ the trans- 


action was between a corporation, more 


than 50 per cent of the value of the stock 
of which was owned by the taxpayer, and a 


trust established by his children. Under the 


‘CCH Dec. 15,884(M), 6 TCM 734 
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Section 267(b)(8) closes 

a gap in the law and leaves 

the Commissioner in a position 
to pursue other trust transactions 
enumerated by the legislature. 


“constructive ownership” rule of subsec- 
tion (c)(2), the son or daughter would be 
treated as owning the stock owned by the 
father, and the transaction is thus between 
a fiduciary of a trust and a corporation 
more than 50 per cent owned by the grantor 
of the trust. 

The facts in Snively showed 
tioner, John A. Snively, Sr., owned approxi- 
mately 94 per cent of the preferred and 
approximately 50 per cent of the outstanding 
common stock of corporation X, which was 
in the business of operating citrus groves 
The common stock, however, had no mar- 
ket value at all. In 1943, corporation X, 
which had been dissolved by proclamation 
for failure to pay its capital stock tax, sold 
its assets at a loss to a family trust. This 
sale was approved by the circuit court. The 
petitioner’s son was the trustee of the family 
trust, and petitioner’s other children and 
grandchildren were its beneficiaries. The 
respondent disallowed the loss on the ground 
that it was barred by Section 24(b)(1)(B), 
or in the alternative, barred by 
24(b)(1)(A) of the 1939 Code. 
were determined and asserted 
petitioner as transferee. 


that peti 


Section 
Deficiencies 
against the 
The Commission 
er’s alternative arguments were as follows 

(1) The transaction was between cor 
poration X and the trustee who acted as an 
individual, since the trust was only a “pas 
sive trust which under Florida law is 
regarded as executed so as to vest the legal 
estate in the beneficiaries.” Assuming these 
facts to be true, the respondent contended 
further that the sale fell within Section 
24(b) (1) (B), which clearly disallowed losses 
from sales or exchanges of property “be 
tween an individual and a corporation mor: 
than fifty percent in value of the outstand 
ing stock of which is owned, directly or in- 
directly, by or for such individual.” The 
Commissioner further contended that since 
94 per cent in value of the seller’s stock was 
owned by the petitioner, and since a con 
structive ownership of such stock is imputed 
to his family by application of Section 24 
(b)(2)(B) and (D), then the respondent 
concluded the transaction was clearly within 
Section 24(b)(1)(B). 


*CCH Dec. 19,601, 20 TC 136 (1953). 
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(2) In the alternative, Section 24(b)(1) 
(A) applied, since the transaction was “be- 
tween members of a family as defined in 
paragraph (2)(D).” The respondent urged 
that the petitioner, holding 94 per cent of 
the preferred stock of corporation X, was 
the individual beneficially interested as the 
seller and that the individuals who acquired 
beneficial interests in the property through 
the sale as buyers were his son, his daugh- 
ters and his grandchildren. 


The Commissioner attempted to apply the 
rule of McWilliams v. Commissioner,’ which 
holds that Section 24(b) applies to either 
direct or indirect sales between family mem- 
bers; therefore, its coverage is broad. As 
previously indicated, this seems to have 
been the rule since the Commissioner has 
been extremely successful in applying the 
provisions of Section 24(b) and has found 
an attentive ear in the courts. However, as 
in the Saul case, the court held for the tax- 
payer and concluded that the sale was made 
to a valid trust under the laws of the State 
of Florida. Since Section 24(b)(1)(B) re- 
lates to sales between an individual and a 
corporation, this transaction was not en- 
compassed by the Code provision, and the 
loss was, therefore, allowed. The court 
stated in the Snively case 


“That this result is the proper one to 
reach is buttressed by the fact that, where 
Congress intended to disallow losses in 
transactions where a trust is a party, it did 
so expressly. In subparagraphs (D), (E), 
and (F) of section 24(b)(1), the Code dis- 
allows losses on a sale between a grantor 
and a fiduciary of any trust; or between the 
fiduciary of a trust and the fiduciary of 
another trust, if the same person is a 
grantor with respect to each trust; or be- 
tween a fiduciary of a trust and a beneficiary 
of such trust. If Congress had intended 
that section 24(b) should apply to transac- 
tions between a trust and a corporation, we 
think it would have made specific provi- 
sions therefor as it did in the various sub- 
paragraphs just referred to relating to other 
transactions by a trust.” 


As a result of the Snively case, 
Congress has expanded the provisions con- 
tained in the now obsolete Section 24(b), 
and no constitutional] limitations would pre- 
vent further extensions when and if they 
become necessary. 


direct 


Apparently, the under- 
lying purpose of Section 24(b) has been 
overlooked by the courts from time to time, 
perhaps because Congress has been so spe- 


5 47-1 uste § 9289, 331 U. S, 694 (1947). 
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cific in its provisions with respect to the 
definition of related taxpayers. 


Section 24(c) of the 1939 Code has been 
integrated with Section 24(b) in the new 
section of the statute. As originally en- 
acted, the provision was aimed at closing 
the loophole whereby a debtor was permitted 
to deduct expense and interest amounts 
due to a related creditor, even though not 
paid, while the creditor was able to defer 
paying tax on such income until he actually 
received it. Under Section 24(c), the debtor 
lost the benefit of any tax deduction, and 
the creditor required to report the 
income when received, provided all of the 
following three conditions were found to 
exist: (1) Payment of the interest or ex- 
pense item was not made within the debtor's 
taxable year or within 2%. months after the 
close thereof and the amount was not in- 
cludable in the gross income of the creditor; 
(2) the creditor was on a cash basis and the 
debtor used some other method of account- 
ing; and (3) the relationship between the 
parties at the close of the year or within 
2% months thereafter was one of the rela- 
tionships set forth in Section 24(b), 


was 


The requirements enumerated above ap- 
pear substantially unchanged in Section 267 
(a)(2) of the new act. 
number of 


However, a greate 
transactions will now come 
within its purview since subsection (b) of 
Section 267, indicating the persons between 
whom losses would be disallowed, has been ex- 
panded by the addition of three new cate- 
gories. Any additions to old Section 24(b) 
with respect to the 


definition of related 


taxpayers directly affected the breadth and 
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scope of Section 24(c), and the same result 
will follow under new Section 267. 


Under the new law, the result reached in 
the recent case of Lexmont Corporation v 
Commissioner * would have been quite differ- 
ent. In Leamont, the petitioner, an accrual- 
basis claimed deductions for 
interest accrued on promissory notes during 
the taxable years but which was not paid at 
any time to a creditor trust 


sioner 


corporation, 


The Commis- 
contended that the trust was 
not a bona-fide trust, nor did he ever con- 
tend that the 
other than a loan 


never 


notes represented anything 
The parties also agreed 
that the first two conditions or requirements 
enumerated in Section 24(c) were present. 
The parties disagreed on the question of 
whether or not both the taxpayer and the 
whom the payment 


between 


was to be 
whom 


person to 


made were persons losses 
on sales or exchanges of property would be 


disallowed under Section 24(b) 

The indicated that the 
trust which held the petitioner’s notes owned 
all of the capital stock of the 


facts in Lexmont 


petitioner. 


oe eorrw 


The respondent contended that the provi- 
sion disallowing losses applies where the 
sale or exchange took place between an 
“individual” and a corporation, more than 
50 per cent in value of the outstanding stock 
of which is owned directly or indirectly by 
or for such “individual.” 
Snively case, the 


Here, as in the 
Commissioner sought to 
that a trust could be considered an 
“individual” within the 
provision. 


show 


meaning of the 


The court relied on the Snively decision 
for the authority that the testamentary trust 
was not an “individual” within the meaning 
of Section 24(b)(1)(B). Therefore, the in- 
terest accrued and unpaid on the sums due 
to this trust by the petitioner corporation 
was not disallowed by Section 24(c). Here, 
again, the new law would strike at this very 
situation. Section 267(b)(8) closes this gap 
in the law and leaves the Commissioner in 
a happier other 
transactions now specifically enumerated by 


[The End] 


position to pursue trust 


the legislature 
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Capital Gains 
of Dealers in Real Property 


By PRESTON D. OREM, Attorney and CPA, Pasadena, California 


Revenue 


“ 


Internal 
the term 


oe Code provides 
that capital assets” includes 
all property, including real property, with 
certain exceptions. These exceptions, gen- 
erally speaking, are property held primarily 
for sale in the ordinary course of business, 
depreciable property used in business and 
real property used in the business. If the 
asset not fall within one of these 
exceptions, the gain or loss will usually be 
capital and not ordinary.’ 


does 


The Code provides one exception to the 
foregoing rule: The gains and losses on real 
property and depreciable property used in 
a trade or business, held for more than six 
months and not held primarily for sale to 
customers in the ordinary course of busi 
shall be considered together. If a 
gain, it is treated as a capital gain, but if a 
loss, it is treated as an ordinary loss. Such 
gain or loss may include a sale, an exchange 
or an involuntary convérsion. For this pur 
pose involuntary conversion includes condemna 
tion, theft and total or partial destruction.’ 


ness, 


The subject of capital gains in real estate 
transactions is readily divisible into the fol 
lowing classifications with respect to types 
of sellers: (1) dealers in real property, 
other than tract developers; (2) tract de- 
velopers; and (3) investors in income prop 
erty who are not also dealers in real property 


The term “dealer” has a well-defined and 
commonly understood meaning.’ A dealer 


11939 Code Sec. 117(a); 1954 Code Secs. 1221- 


1222 

2 1939 Code Sec. 117(j); 1954 Code Sec. 1231 

125 Corpus Juris Secundum 1041; People v. 
Terkanian, 27 Cal. App. (2d) 460, 81 Pac. (2d) 
251, 253 (1938). 

* Cited at footnote 3; see also In re Hemming, 
51 F. (2d) 850, 852 (DC Miss., 1931). 

*48 Corpus Juris Secundum 762; U. 8. vw. 


Capital Gains 


Six Pertinent Suggestions 
for the Dealer Who 


Also Buys for Investment 


in the common acceptation of the word and, 
therefore, in the legal meaning of the word, 
is not one who buys to keep or manufac- 
tures for the purpose of sale, but one who 
buys to sell again.* 


On the other hand, the term “investor” 
means a person who acquires property for 
the income it will yield rather than for the 
profit he hopes to obtain upon a resale.’ 
Real estate may be purchased as an invest- 
ment even though it is never improved or 
used. Property purchased with surplus 
funds and held for a realization of increase 
in value is generally regarded as an invest 
ment whether given to productive use or not.’ 


The estate broker” means, 
among other things, a person who, for a 
compensation, negotiates the purchase, sale 
or exchange of real estate on behalf of other 
persons.’ 


term “real 


A dealer in real estate, buying on his own 
behalf property for the purpose of resale, 
need not, of course, be a real estate broke: 
as long as he confines his activities to the 
purchase and sale of property on his own 
account, 


Conversely, the fact that a person or cor 
poration is empowered to act as a real 
estate broker does not prevent such person 
or corporation from acquiring and holding 
real estate as an investment and not pri- 
marily for resale.” 

Chinook Investment Company, 43-2 vustrc 1 9538, 
136 F’. (2d) 984, 985 (CCA-9). 

* Burkhard Investment Company v. U. 8., 39-1 
ustc § 9208, 100 F. (2d) 642 (CCA-9) 

’ California Business and Professions Code, 
Sec. 10131. 

*Case cited at footnote 6, citing Lough- 
borough Development Corporation, CCH Dec. 
8246, 29 BTA 95, 96, 98-99 
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Quite often a in all 


respect 


will 
cited 


person engage 
just with 

That is, he will buy and sell 
for compensation 
broker. He will 
estate for the purpose resale 
He will and hold 
parcels of real estate for a permanent in- 
vestment. The burden of proof is then on 
this broker in tax cases to show that he did 
buy such investment 


three occupations 
to real estate. 
for others licensed 


buy 


as a 
real estate 


hold 


at a 


also and 
real 


pront. 


ot 


also buy 


properties 
not 


as perma 
nent investments and for resale.’ 


Such a person .will report his commission 


as a real estate 


The 


are 


broker as ordinary income 
and holds 
a part of his inventory as 


properties he buys for sale 


a real estate 
dealer so that sales of such properties at a 
profit must be reported 
Profit the 

he lor 
investment 


also as ordinary 
prop 
holds 
up to 
may be reported as long 


10 


income on sale of such 


buys and 


months- 


erties as investment 


lor for 
the 
term capital gains 


| he 


over Six 


time of sale 


burden of 
to 


the 
ot 


further 
taxpayet show to the 
he still these investment 
properties primarily for investment and had 


proot is 
that up 
holding 


upon 
time 
sal 


was 
not changed his purpose of ownership from 
that ot investment to the 
period prior to sale 

The 


taxpayer 


resale during 


is 


further held 
constructs 


courts have 


that if a 
property for 
the dual primary purposes of either holding 
as an investment 


buys of 


by renting, or reselling, 
proves more profitable, 
then upon a resale, taxpayer is deemed to 
have holding the property 
and not for investment.” 


whichever course 


been for resale 

Unless the evidence is absolutely clear 
that the property was acquired and held for 
investment right up to the time of sale, the 
‘Tax Court holds the 
is held 


Fortunately 


usually that property 


for sale.’ 


some courts, at least, have 
more liberal in their views 
the 


were 


been somewhat 
For example, 
Court found 
at the 
Ninth 
the « 


in a case in which Tax 
that held 
time of sale primarily for resale, the 
Circuit Court of Appeals remanded 


to the Tax Court for a further 


certain houses 


ase 


* Jones v. Commissioner, 54-1 
F. (2d) 415 (CA-9) 
’ 1939 Code Secs 

" Victory 


ustc § 9172, 209 
117(a), 117()) 
Housing No. 2, Ine., 
19.016, 18 TC 466: Winnick v. Commissioner, 
52-2 ustc 1 9519, 199 F. (2d) 374 (CA-6), vacat- 
ing and remanding CCH Dec. 18,549, 17 TC 538 

" Rollingwood Corporation v. Commissioner, 
51-2 uste { 9374, 190 F. (2d) 263, 266 (CA-9) 

+ Nelson A. Farry, CCH Dec. 17,079, 13 TC 
8: Lucille McGah, CCH Dee. 17,782, 15 TC 69 


CCH Dee 
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finding of fact. The Tax Court then made 
a finding to the effect that the houses were 
held for sale for about 20 months prior to 
sale. On a further appeal to the Ninth Cir- 
cuit, that court then found that the sale of 
the was due to circumstances 
entirely voluntary, in that the sales 

impelled by the demand of a bank for a 
partial liquidation of a loan. Such sales were 
held to result in capital 
nary income.” 


houses not 


were 


gain, not ordi- 


There is no fixed rule of law that 

applied in determining whether real 
estate is held right up to the time of sale as 
an investment or whether such real estate 
was being held for any period prior to the 
time of sale primarily for sale. 


can 
be 


While the purpose for which the property 
was acquired is of 
mate 
the 


some weight, the ulti- 

the purpose for which 
held.” An outstanding ex- 
ample of this rule of law is presented at 
this point. 


The Mauldin,” a veterinarian 
and road contractor, originally contracted 
to purchase 160 acres of land near Clovis, 
New Mexico, in 1920, for cattle feeding 
He decided in 1921, when he took title, that 
it was not the time into the cattle 
business, so he tried to sell the acreage at 
1924 but failed. 
estate 


question is 
property 1s 


petitioner, 


to go 
a loss in At the suggestion 
agent, he then subdivided 
the property into 29 tracts and four blocks 
containing 88 lots 
sales until 1931. 
lots sold 


assessments 


of a real 
each. There were few 
In 1939 and 1940, enough 
to pay for 
by the city, and sales were 
actively promoted. From 1940 to 1949, peti- 
tioner was in the lumber business and had 
no real he refused to 
lots and stated the property was being held 
for investment. Due to the growth of the 
City of Clovis, petitioner was able to dispose 


were Street paving 


estate license; sell 


of most of his more valuable lots in 1945, 
without solicitation of any nature on 
part. Although he was in the lumber busi 
ness in 1945, he had lots for sale and the 
volume of was substantial. It was 
held that the lots in 1945 resulted 
(New Section 1237 of 


} 
nis 


sales 


sales of 


in ordinary income 


“™ McGah v. Commissioner, 54-1 ust« 
F. (2d) 769 (CA-9), rev'g CCH Dec 
TC 1458. See also Delsing v. U. 8., 
f 9125, 186 F 


" 9260, 210 
18,833, 17 
51-1 uste 
(2d) 59 (CA-5); Lobello v. Dunlap, 
54-1 uste { 9234, 210 F. (2d) 465 (CA-5) 

™ Case cited at footnote 12, citing Richards 
v. Commissioner, 36-1 ustc 1 9092, 81 F. (2d) 369 
(CCA-9). 

% Mauldin v. Commissioner, 52-1 ustc { 9258 
195 F. (2d) 714, 717 (CA-10), citing Rolling- 
wood Corporation v. Commissioner, cited at 
footnote 12 
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Capital Gains 


the Internal Revenue Code of 


perhaps apply.) 


1954 could 


It is well settled that whether property 
is held primarily for 


sale to customers in 
the ordinary course of business, within the 


meaning of the capital gains provisions of 
the revenue laws, is essentially a question 
of fact. One major test is the frequency 
and continuity of the sales of real estate. 
For example, in the Field case," 27 different 
properties were sold by a real estate broker 
within three years. These sales were held 
to result in ordinary income. 

The for the acquisition of the 
property are important 


reasons 
For instance, in the 
Boomhower case,” an attorney acquired cer- 
tain undesirable unimproved real estate from 
a trust at the request of the beneficiaries 
of the trust. He had to subdivide it to sell 
it, finally advertised it for sale in one news- 
paper and sold eight lots out of the 36 in 
two different These sales were held 
to result in capital gain. Similarly, in a cas¢ 
where the beneficiaries of a large estate 
which from time to 
time liquidated certain rental properties in 
unsolicited offers, such sales 
were held to result in capital gain by the 
Tax Court.” 


years 


formed a corporation 


response to 


An intention by the owners to eventually 
sell at an advantageous price is not decisive 
Most properties being sold for investment 
or use are subject to purchase at a price 
high enough to persuade the owner that it 
would be more profitable to sell the prop 
than to hold them. In the Farley 
taxpayers acquired property previ 
ously platted, and used it for nursery pur 
poses for many years. The City of New 
Orleans, at its own expense, then built 
streets through the property, making it less 
suitable for nursery purposes but more de 
sirable for residential purposes. Twenty-five 
lots were sold in 
purposes in 


erties 


20 
case, 


one residential 
unsolicited offers 
friends of the tax 
were held by the 
capital gains. 


year for 
response to 
from 
payers. Such sales 
Court to result in 


received various 


Tax 


The Farley case was unsuccessfully cited 
by a taxpayer in a subsequent case. Tax 

Field v. Commissioner, 50-1 usr« 
F. (2d) 170 (CA-9), aff'g CCH Dec. 16,848(M), 8 
TCM 170 

% Boomhower v. U, 8., 48-1 ust 
Supp. 997. 

" Adam Schantz, Sr., Corporation, CCH Dee 
18,931(M), 11 TCM 424, citing Boomhower v. 
U. 8., cited at footnote 18. 

* CCH Dec. 15,231, 7 TC 198 

* White v. Commissioner, 49-1 usrt« 
F. (2d) 629 (CA-5), aff’'g CCH Dec. 
6 TCM 1038. 


{ 9133, 74 F 


{ 9183, 172 
16,052(M), 


Capital Gains 


{ 9217, 180 


payer White acquired real estate by fore- 
closing paving liens. He held much of the 
property all through the depression; then 
he made numerous sales through various 
brokers who, knowing he owned the prop 
erties, made offers to him. In his income 
tax return, White listed his occupation as 
“real estate, 
Although he 
license, he 


investments.” 
broker's 
properties for others 
and earned no commissions, The frequency 
of the transactions, the holding of the license 
and the statement on his income tax return 


and 
real 


ranching 
held a 
sold no 


estate 


as to occupation were the main determining 
factors which caused a decision to the effect 
that the sales were made in such a mannei 
as to constitute the conducting of a trade 


or business and 
1 


thus resulted in ordi 


nary income.’ 

That were held for sale may 
be demonstrated by the fact that each of the 
leases under which the later sold, 
were rented, contained a continuing offer to 
sell by the taxpayer.” 


properties 


house ® 


An inadequate rental income strongly in 
dicates that holding for investment purposes 
is only temporary.” 

\ taxpayer broker bought lots at tax sales 
and from estates. He never advertised them 
in any way or set prices on them. 
he was known in real estate circles as a 
purchaser at tax and estate sales. ‘hus, he 
sold numerous acquired through 
other brokers who transmitted offers. He 
was held to be a unimproved 
real estate.” 


Howev er, 


lots so 
dealer in 


A statement by a lawyer that his occupa- 
tion was also that 
appearing on his 
an allocation 


broker” 
return 
office 


of “real estate 
income tax 
made of his 


and 


and 
expenses 
real estate activities 
held to be the “highest and best evidence” 
that he was in the 
and 
nary 


between law was 


real 
lots 


estate business, 


sales of resulted in 


certain 
income,” 


ordi 


involuntarily 
estate 


A taxpayer may be 
to be in the 
poration was formed 
tract of real estate 
ment. 


tore ed 
business A cor 
to purchase a 


real 
large 
for a long-term invest 
Failing after a long period to dispos¢ 


2F. R. 
12 TCM 633 

* Robert W. Dillon, CCH Dee 
TCM 338 

* Weyman Willingham, CCH Dec 
12 TCM 584. 

%* Friend v. Commissioner, 
198 F. (2d) 285 (CA-10), 
18,688(M), 10 TCM 1119 


McAbee, Inc., CCH Dee. 19,720(M), 
19,544(M), 12 
19,693(M), 


52-2 usr 
aff'g CCH 


" 9428, 
Dec 





of the 
realty 


bulk and because the 
head off in 
the corporation subdivided the property and 
sold it in that manner. 


property in 


was “eating its taxes,” 
The profit on such 


sales was held to constitute ordinary income.” 


Petitioner Farry, who constructed some 
houses for investment purposes and others 
for resale, keeping separate ledgers for the 
two different types of properties, sold 19 of 
the rental properties in one year because, 
due to the housing shortage, the 
on the took in 
the sales would yield more than the rents 
from the properties. It held that the 


rental properties so sold were held primar 


interest 


notes he with 


connection 
was 


ily as an investment for revenue and specu 
lation and that the profits on the 
constituted capital gains.” (It is very ques- 
tionable whether the Ninth Circuit would 
favorable to a taxpayer 
involving the set of forth in the 


sales 


affirm a decision 
facts set 
Farr y case.) 

In many cases involving the intent of 
taxpayer when he acquired and held prop- 
erties as to whether he so acquired and held 
them for resale or for investment, the tax 
payer is necessarily the principal, and some 
times the only, witness with respect to such 
intent and with respect to the facts evidenc 


ing such intent 


Tax Court found 
against taxpayer because, even in the testi 


In the Greene case,” the 


mony of Greene himself, there was no show 
ing of sufficient intent or purpose to overcome 
the presumption of the Commissioner’s de 
that interests in oil 
and gas leases resulted in capital gain. 


cision certain sales of 


In the Foran case, the Tax Court appar 
ently believed everything Foran said except 
his positive testimony as to intent when he 
purchased and held oil properties for over 
18 months. On appeal, it was held that the 
reasonable and uncontradicted testimony of 
Foran must be accepted as to intent, there 
other inconsistent 

rebuttal of 
Therefore, the 


being no circumstances 


shown in such testimony.” 
reversed and the 


of the oil properties held to result in 


case was 
sale 
capital gain 

In the Field case,” the found 
that the testimony of Field to the effect that he 
wife purchased 


Tax Court 


and his certain properties 


and held them for investment—with the idea 
of later selling them to acquire larger prop- 


erties which they regarded as better invest- 


* Palos Verdes Corporation v. Commissioner, 


53-1 *¢ 9143, 201 F 
* Nelson A. Farry, cited at footnote 13 
* Greene v. Commissioner, 44-1 ustc © 9246, 141 
F. (2d) 645 (CCA-5), cert. den., 323 U. S. 717 
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Section 1237 of the 1954 Code 

is applicable 

to the subject matter of this article. 
This section was discussed in 

the September, 1954 issue of TAXES. 


ments—was of little significance because the 
sales were so extensive as to establish Field 
as a real estate dealer on his own account 


In the Jones case, the Tax Court found 
the testimony of taxpayer 
holding the 


with respect to 
properties to be 
unworthy of credence and further rebutted 
by the large number of properties sold 
With respect to one parcel only, there was 
a reversal on appeal. This parcel had been 
held much than 
a period of over six years was never adver: 
tised or previously offered for 
partially 

taxpayer's mother. Citing the Foran 


the Ninth held that the 


of Jones with respect to this one parcel was 


his intent in 


longer the others and for 


sale; also, 


it was used as a residence for 


case, 


Circuit testimony 


sufficiently supplemented by these uncon 


reversal of 
that the 


troverted justify the 
the Tax 


was held for resale.” 


tacts to 


Court’s finding 


pr ypert y 


The following suggestions are offered to 
brokers 


purchase property for investment 


real estate and dealers who also 


(1) Segregate these 
books ot 
this segregation, 

(2) Refrain 
properties for 


properties on the 


account and be reasonable in 


from advertising investment 


“exchange.” The courts ap- 
parently will not distinguish between “sale” 


and “exchange” in this regard. 


(3) If vacant lots are purchased with the 
intention of erecting a building at some fu 
ture time, a set of tentative plans, or at least 
an architect’s sketch, should be secured. 

(4) Preserve 
or other 


carefully any correspond 


which would be 


helpful in evidencing intent. 


ence documents 


(5) Above all, realize that the 
the purchase is not the important 
It is the during the period 
diately preceding the date of 
the all-important factor. 


intent ot 
factor. 
intent imme 


sale that is 


* Foran v. Commissioner, 48-1 ustc § 9144, 165 


F. (2d) 705 (CCA-5), distinguishing Greene v 
Commissioner, cited at footnote 28 
” Case cited at footnote 17 


*" Case cited at footnote 9 
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(6) When discussing the facts with an 
internal revenue agent, or testifying before 
the Tax Court or a district court, avoid mak- 
ing statements orf an 


probable nature 


unconvincing Or m- 


Another suggestion is to move your real 
estate business to Atlanta, Georgia; pay the 
tax if the district director determines 
held the property for resale as a dealer; 
then sue for refund in the United States 
District Court of the Northern District of 
Atlanta Division. This was the 
situation in Martin et al. v. U. S. During 
ight years, the real estate partnership of 
Martin and Palmour in Atlanta sold 33 
pieces of which were held for 
an average of 15 months each. The court 
found that the different 
were responsible for the sales of these prop- 
erties, all of which stated were 
bought and held for investment and so con- 
vinced the court 


“(a) An offer that the part 
nership felt was so good that it would not 
be good business to refuse it. 

“(b) A property that proved to be a 
‘lemon’ and they decided it should be dis 


pt sed ot 


you 


Georgia, 


real estate, 


following reasons 


taxpayers 


unsolicited 


(c) A desire at all times to improve their 
holdings by selling the least desirable and 
purchasing the most desirable property 
“(d) When it had decided that a 
piece of property would be sold, it 
sometimes take in part pay- 
ment other properties, such properties taken 
in part payment would usually be sold promptly. 


been 
was 
necessary to 


“(f) Finally, when it was decided to liqui 
date the partnership, all 
was sold.” 


remaining real 


estate 


This article was prepared prior to the 
enactment of the Internal Revenue Code of 
1954. However, only 1237 of the 
new law appears pertinent to the subject 
matter of this article 


Section 


Section 1237 of the Internal Revenue 
Code of 1954 is a new section which, under 
certain special circumstances, accords capi- 
tal gains treatment to income realized on 
sale of subdivided real estate held for in- 
vestment purposes if the taxpayer (not a 
corporation) is not a dealer in real estate, 
has not made substantial improvements and 
has held the property for 
years. The sixth and 


more than five 
all subsequent 
are taxed as ordinary income to the extent 
of 5 per cent of the gross proceeds of all 
such sales. 


sales 


Section 1237 does not eliminate 
the question as to whether a_ taxpayer 
should be classified as a dealer or an in 
vestor with respect to the particular prop 
erty subdivided and sold. The courts have 
repeatedly stated that this question must be 
decided upon the basis of the facts peculiar 
to the particular case 


1237 is fully discussed at consid 
erable length in an article in the September, 
1954 issue of Taxes.” As pointed out by the 
writer, the extremely technical 
The apparent intent is to permit an investor 
who is not classified as a real estate deale: 
to liquidate real 
without being 
sales activity. 


Section 


section 18 


estate by 
penalized 


subdividing it 
because of some 
The better course for such 
an investor to pursue would doubtless be to 
engage a real estate firm to make the sales 
of the lots upon a commission 
investor making no sales himself 


[The End] 


basis, the 


WITHHOLDING CIRCULAR E REVISED 


The Internal 


released its 


Revenue Service has 
1955 revision of Circular 
E, which reflects the most recent in 
structions on federal income tax with 
holding and social security taxes under 
the 1954 Internal Revenue Code and 
Social Security Act amendments. Sev 
eral new procedural changes are an 
nounced for 1955 wage payments. 


The circular requires that any em 
ployees’ copies of Form W-2 for 1955 
and thereafter, which, after reasonable 
effort, cannot be delivered to em- 
ployees should be transmitted to the 
district director of internal 


revenue 





® Martin v. U. 8., 54-1 usrc $9157, 119 F. 
Supp. 468 (DC Ga.). 


Capital Gains 


by employers with the 
941, for the 
calendar 


return, Form 
second quarter of the next 
year. This is a departure 
from the present withholding regula 
tions which require that these copies 
be included with the 


return for the 
first quarter 


Employers will include 
able Forms W-2 fo» 
first quarterly 
1955. 

Wages for agricultural labor paid 


after 1954 will be reported on sepa 
rate forms 


undeliver 
1954 with their 
April 30, 


return due 


Employers will no longer 
use Form 941 for this purpose 


“ Bernard Hirsh, ‘‘Income Tax Changes Af- 


fecting Real Property,"’ 32 Taxes 739 
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| WASHINGTON TAX TALK—Continued from page 86 


borrowing through tax anticipation secur! 
had the opportunity 
than 


ties, investors to buy 
securities 
The result was a 


the short-term debt 

“On December 31, 1954, the 
subject to the limit 
billion expect to be able to 
within the tempo 
rary debt billion dollars voted 
by the August 
beyond 275 billion dollars provided by this 
temporary. The 
will go back to 275 billion 
June 30, 1955. We 


certificates 


reduction in 


l-year 
substantial 


longer 


public debt 
statutory was 278.3 
dollars. We 
this fiscal year 
limit of 281 


(Congress last 


operate 
The increase 


legislation 1S however, 


Statutory 


limit 


dollars on anticipate 
Budget Receipts {in millions) 


$32,500 
17,034 


Individual income taxes 


Corporation income taxes 
Excise taxes: 
Alcohol taxes 


Tobacco taxes 


2,832 
1,622 
Stamp taxes 97 
Manufacturers’ excise 2,927 

319 


1,553 


taxes 
Retailers’ excise taxes 
Miscellaneous excise taxes 

Employment taxes 

Federal Insurance Contributions 

Act 

Federal Unemployment Tax Act 

Retirement Tax Act 

and gift taxes 


Railroad 
Estate 
Customs 
Miscellaneous receipts 

Miscellaneous 


taxes, seignorage 


and coinage 


Permits, fines, forfeitures, and 


mitts 
and other 


Interest, dividends, 


earnings 659 


Rents, royalties, sale of prod 

ucts, and services 55 
Sale of property 2 
and in 


vestments 273 


Realization upon loans 
Recoveries and refunds 678 
Other 
Total receipts $70,005 

Deduct 

[Transfer to federal old-age and 
survivors insurance trust fund 6,175 
railroad retirement 
fund 625 


3,205 


Transfer to 
trust 
Refunds of receipts 


Budget receipts $60,000 


February, 


1955 °@ 


that the heavy tax receipts during the re- 
mainder of this fiscal year will enable us 
to reduce the debt to within that figure by 
June 30, 1955. 

“At the start of the new fiscal year in 
July 1955 the debt will already be pressing 
against the legal limit. With the present 
seasonal pattern of tax collections, expendi- 
tures will receipts in the first 6 
months of the fiscal year 1956 by about 
8 billion dollars. Thus, it will not be possi- 
ble to pay the that 
period without billion 
dollar limit. 

“We 


limit is 


exceed 


bills in 
exceeding the 275 


Government’s 


that the 
valuable as an 


recognize debt 
firm 
intent to maintain fiscal soundness. With 
present requirements for national security 
we have not yet been able to achieve a 
balanced budget, even though we have made 
substantial progress toward it. 
I have no alternative but 
gress to 


statutory 
expression of 


Therefore, 
to ask the Con- 
again increase the debt limit.” 


The Supreme Court 


Certiorari was denied in the following 
Meldrum & Anderson 
© 9538 (CA-2) 
bank by a shareholder in 
settlement of statutory liability, as well as 
amounts paid to counsel for services ren 


Adam, 
54 2 ust 


Company, 
Payments made 


to an insolvent 


dered in the litigation, were deductible as 
a capital loss 

Moses, 54-2 
had to 
she received from her divorced hus 


9 9554 


include in 


uUSsT« 


(CA-2).—Tax 


payer income amounts 
which 
band under a separate maintenance 


made 


agree 
ment before the divorce proceedings 
were started. 

Robique, 54-1 {9431 (CA-5).—The 
Court refused to restrain collection of a tax 
under 1939 Code, Section 3267, 


hardship was not proved. 


usT 
because 


filed by the 
in the following cases 


Petition for certiorari 
taxpayer 


Was 


54-2 ust 
stock 


where tax 


Anderson, Clayton « 
©9495 (Ct 
did not 
payer did not deal in its stock as it might 


Company, 
Cls.).—Sale of 
result in 


treasury 
taxable gain 


have in the shares of 

Mever, 54-2 ustc 9 9437 (Ct Cls.).- 
fer of assets and stock of an insolvent cor 
poration in 193] 
tax-tIree 


another corporation 


Trans 


was a taxable exchange, 


not a reorganization, because the 


continuity of interest requirement was not met 
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Books 


A Tax Investment Problem 


Long Term Leases—Problems of Taxation, 
Finance and Accounting, Albert H. Cohen. 
University of Michigan Press, Ann Arbor, 
Michigan. 1954. 149 pages. Paper-bound, 
$2: cloth-bound, $2.50 


This book grows out of a doctoral dis- 
sertation, and is now a part of the Michigan 
Business Studies, Bureau of Business Re 
search, School of Business Administration, 
University of Michigan. 


Che book begins with a discussion of the 
structural changes in capital markets, point 
ing out that there have been fundamental 
shifts in the sources of capital in the United 
States which have caused changes in methods 
of financing and the 
financial 


introduction of new 


types of instruments and trans 
actions 


] 


The institutional investor is now a 
arge source of investment funds, and some 


times by and 


choice, sometimes under a 


provision of law, uses long-term debt 


Next, the author 


issues 
leads the reader through 
the historical development of the long-term 


lease as a financing device 


The gathering 


ot much of the data for this chapter was 


made possible because a number of insur 
ance companies made available to the author 
details of their specific lease agreements 


and their policies toward lease investments 


No book on lease investments is complete 
without a their 
ettects, 


discussion of mcome tax 


as 1s pointed out 


“Almost any analysis of long-term leasing 
as a financing device advances the conten 


tion that leasing possesses certain distinct 


advantages over direct ownership purely 


because of the treatment leases 
Although 
the transaction most frequently referred to 


involves the 


accorded 
under the Federal income tax law. 
sale and lease-back of 
corporate property, any generalization con- 


cerning purported tax advantages must con- 


Books 


to the Tax Man 


sider also the possibility that there may Ie 
financing by means of leasing in lieu of 
true of the 
which a lessor acquires and improves prop 
to the 


has committed itself to occupy the property 


purchasing. This is case in 


erty specifications of a lessee which 


under the provisions of a long-term lease 


Certainly such a 


transaction 1s not ma 


terialiy different in its 


financing aspects 


from one in. which 


property 
acquired is sold and then leased back, except 


previously 
insofar as the possible application of the 
financing proceeds is concerned. 


“Among the cited ad 


vantages arising from the differing tax treat 


most frequently 
ments of leasing 
that the lessee 
for ‘rentals’, 


versus owning is the fact 
is entitled to a tax deduction 
while the owner of property 
is entitled to a deduction for ‘depreciation’ 

In practical terms, this difference 
means that a taxpayer 


occupying property 


under the provisions of a long-term lease 
will be entitled to deduct in full all of the 
occupancy incurred. If the 
under the leasing 


established in a 


costs 


rentals 
have been 
which will allow 
the lessor to recover the cost of the leased 
property in full over the term of the 


and, in addition, to secure a return 


agreement 
manner 


lease 
which 
is the equivalent of interest on the diminish 
ing investment in the leased property, then 
in fact it can be said that the lessee is being 
allowed to deduct the 

items tor tax purposes 


“1. The original cost of the leased prop- 
erty to the lessor, which for the moment 
may be assumed to be the fair market value 
of the property at the 
executed, 


“2. The payments of 
lessor over the 


sum of the following 


time the lease is 


‘interest’ to the 


term of the lease. 


“If there is to be any real difference in 
the tax consequences of leasing rather than 


owning, therefore, there must be either some 
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quantitative difference in the 
deductions to 
entitled under the 
compared to the 
deductions 


opportunity 


dollar amount 


ot the tax which a 


lessee 
would be leasing agree 
amount of tax 
owner, Or an 


ment as 
available to an 


under the lease agreement to 
deduct for tax purposes the same aggregate 


amount within a shorter period of time 


“It seems obvious, therefore, that what 
may appear to be potent advantages to the 
lessee under long-term lease may be equally 
potent disadvantages to the 
the lessor under the typical lease financing 
transaction simply 


le ssor, since 


may assume the same 
position of ownership as that which might 
have been retained by the 
if the lessee could deduct for tax 


the cost of 


lessee. s| hus, 


purposes 
certain leased 


properties overt 


the life of a lease 


twenty-yeat while these 
same properties would be depreciable to an 
owner only over a life, the ad 
to the lessee of the shorter period 


recovery 


torty-yealr 


vantage 
for tax becomes the disadvantage 
of the Similarly, if 
advantages of the 


lessor 


one ot the tax 
lease agreement to the 
fact that the rental pay 
ments include an amount which is in reality 
‘land occupancy costs’ which would not be 
deductible to the land, then the 
with a corresponding 
that it will be receiving 
rentals against which no corresponding de 


duction for depreciation will be allowed for 
tax purposes 


lessee lies in the 


owner of 
burdened 


lessor is 


disadvantage in 


“Ot necessity, any analysis of the tax 


must be carried on 
framework of the tax 


implications of leasing 


within the law and 


interpretations as they exist at the present 
time 


Therefore, any long-run benefits 


depend upon the 
rates and the continuing 


of leasing which 


future 
inter- 
pretation of the tax law and regulations as 
they are interpreted at the present are 
speculative, 
could occur.” 


level of tax 


neces 


sarily and changes conceivably 


Chapters V and VI discuss “The Financ- 
ing Aspects ol 
eat 


Leases.” 


Long-Term 


and 
Long-Term 


Le asing a 


Accounting Presentation of 


Eternal Triangle: 
Commissioner, Grantor and Grantee 


Tax Planning for Estates (1955 Revision) 


Bowe The 


William J Vanderbilt Univer 
sity Press, Vanderbilt University, Nashville, 
1955 Q& 


lennessee pages $3 


Professor Bowe’s little book presents tax- 
saving ideas 


through estate planning in a 


concise and valuable form. In fact, it wouldn't 
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hurt to read it from cover to cover each time 


you begin to work on an estate plan 


It is organized for use. The first chapter 
discusses a typical plan 

“The Family. Mrs. Brown, 68, widow, r« 
sides with her son John and his three children, 
John, Jr. 8, Mary 10, Jane 12. John’s wife 
died three years ago. He is now 46 and to 


date has shown no inclination to 


remarry 


“Their Assets. Mrs. Brown was sole bene- 
ficiary of her husband’s estate. He died in 
1950. Mr. Brown had been President and 
50% owner of the Brown Printing Company 
Pursuant to a stock redemption agreement, 
partially funded with $100,000 oi life insur 
ance, the corporation redeemed all his stock 
at a value of $130,000 using the insurance 
proceeds and executing notes for the balance 
Mrs. Brown invested the $100,000 in securi 
ties which 
$115,000 

$30,000 in 
purchase 


have a present market value of 
In addition she has just received 
final 


notes 


cash in payment of the 


money 
“Her son John owns his 
$25,000, has $40,000 in 
part inherited 
] 


ie insurance 


home 4 worth 
large 


$75,000 of 


securities (in 


from wife) and 


“Objectives. Mrs W 
a simple will leaving her property to John 
She would like, aside the 
$30,000 cash immediately as an educational 
fund for her grandchildren.” 


Brown wants to d 


however, to set 


The chapters which follow discuss estate 
and gift taxes, kinds of gifts and what to do 
about the family business 


Desk Book 


Information Please 
Macmillan Company, 60 
New York 11, New York. 1955 


This has always been one of the handiest 


1955 Almana The 
Fifth Avenue, 


960 pages. $1 


desk books because of its ability to answet 
a large variety of This 
edition has new features: a 
devoted to 
a section giving tax return help 


questions. year's 
several word 


section, a section recipes and 


The Need for Investments 


Investment for Jobs. The Chamber of 
Commerce of the United States, Washing 
ton 6, D. C. 1954. 

It takes some $13,300 to create each new 
job in industry, and the climate of the econ- 
omy must be such as to encourage sufficient 
investment—investment to make jobs avail- 
able. This is a report of the 
Research Department of the 
Commerce of the United 


29 pages. 50¢ 


Economic 
Chamber of 
States 
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Taxable Income or Capital Gains 


Profit on sale of building lots not in- 
come of investment company. 


A Quebec personal corporation was in- 
corporated for the sole 
investments of all kinds. It acquired blocks 
of flats built apartment 
It also purchased certain lands 
put up 30 dwellings at the 
year. Owing to the 
and 


purpose of making 


and two houses. 
intending to 
rate ol 
ever-increasing 
materials and lack of 
funds to carry out the building project, the 
company decided to sell the lots. To 
in the land, it 
to dispose of the lots over a period of time 
A profit resulted from thes« 
which the Minister ruled 


and, in the assessment, 


one or 
two per 


cost of labor 


save 
its investment was necessary 
transactions 
taxable in 
disqualified 
as a personal cor 


The appellant contended the prof 
its were Capital gains 


was 
come 
the appellant company 
poration 


allowed It 
had 
purpose ol 


according to the 


The appeal was was 


found 


e company been incorporated 


the sole making investments 


evidence, its subse 
actions proved it did not deviate from 


| he 


as an investment and were sold 


purpose 


bought 


lands in question wer 


when what was thought to be a good 
turned out to be a 


view ot its 


investment dangerous 


whole course of 


risk In con 


duct, the appellant did not engage in the 
real estate business for the purpose of mak 
ing a profit. Hence, 


follow 


engaged in an 


the profits were capital 


gains. It ed that the appellant, not 


having active business, was 


not disqualified as a personal corporation 
Baker Estates, Ltd. v. Minister of National 
34 DTC 514. 


, 
Revenue, 


other appeals of this nature, the 
rd held that the facts, 


Appeal 
than 


proper decision 


rather some 


proposition, indicate the 


reac he d 


Canadian Tax Letter 


Capital Gains Profits . . . 


Retirement Pay Nontaxable . . . 


““Quick"’ Assessment Valid 


Canadian Tax Letter 


Retirement Pay Not Pension 
Canada-United States Reciprocal Tax 
Convention terms interpreted. 

A retired 


in Toronto, 


American rear admiral, living 
income tax 
on his “retired pay” received from the United 
States The Minister treated 
this retired pay as a “pension,” which, under 
the terms of the Canada-United States Re 
ciprocal Tax Convention, would be subject 
to tax in 
contending 


was assessed for 


Government. 


Canada. The taxpayer appealed, 
that the “retired pay” 
a “pension” within the 


not 
the 
sections of the tax convention, 
that it subject to the 
States federal income tax. 


was 
meaning of 
relevant 
pointing out 
United 


was 


The appeal was allowed. On the evidence 
adduced, the differed from a 
pension; the latter did not include the former 


“retired pay” 


As the payments in question were taxed in 
the United States 
would 
the tax 
Saunders 7 
54 DTC 524 


first, a tax in Canada 


result in double taxation, a situation 
convention sought to 


Minister of National 


avoid 
Revenue, 


Assessment Process Defined 


“Quick"' assessment ruled valid again. 


held that the Minister 
may properly decide to accept the informa- 
tion on a taxpayer’s return as 
check the 
putation and then fx 
further 


It was recently 


being correct, 


merely his com 


mathematics of 
with- 
examination, 


The extent of the investigation made before 


his tax liability 


out investigation of 


issuing a notice of assessment is entirely up 
to the Minister.—Provincial Paper, Ltd. v 
Minister of National Revenue, 54 DTC 1199 


This decision appears to overrule a recent 
Income Tax Appeal 
22 vw. Minister of 
502 


Board decision in No 


44 DTC 


National Revenue, 
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Meetings of Tax Men 


Practising Law Institute.—Important new 
changes in estate planning under the 1954 
Code will be featured at a two-day clinic 
given by the Practising Law Institute at the 
Hotel Commodore, New York City, Feb- 
ruary 11 and 12, 1955. Program coverage 
includes estates and trusts, insurance plan 
ning, annuities, estate and gift taxes and 
income taxation of estates and trusts. In 
quiries should be sent to the Practising Law 
Institute, 20 Vesey Street, New York 7, 
New York 


Tax Workshop School.—Classes will be 
held January 18-March 31, 1955, on the 1954 
Code review; February 7-March 28, April 
18-June 25, courses will be offered on Estate 
and Gift Taxation, Partnership-Corporation 
Problems, Tax Practice and Procedure II, 
Federal Income Taxation I and II, State 
and Local Taxation II and Research Prob 
lems in Taxation. For further information, 
write the Director of Tax Workshop School, 
149 Broadway, New York 6, New York. 


Des Moines Estate Planning Council.- 
\ two-day program on estate planning will 
be given by the Des Moines Estate Planning 
Council, Drake University, and cooperating 
counselors in Des Moines, at the Hotel 
Fort Des Moines on April 18 and 19, 1955 
Inquiries should be directed to the Des 
Moines Estate Planning Council, 212 
Equitable Building, Des Moines, Iowa 


University of Miami.—The Tenth Annual 
Tax Conference of the University of Miami 
will be held April 25-30, 1955, at the Roney 
Plaza Hotel, Miami Beach, Florida. Lec 
tures will be given by leading tax experts, 
and one full morning will be devoted to a 
question-and-answer session. Further in 
formation may be obtained from Dr. Dan 
Steinhoff, Jr., Director, University of Miami 
Tax Conference, P. O. Box 26-X, University 
Branch, Coral Gables, Florida 


Federal Bar Association.—The Federal 
jar Association is sponsoring a discussion 
series on the 1954 Internal Revenue Code 
and new developments in the tax field. The 
first session will be held on March 1, 1955, 
at the United States Court House, Foley 
Square, New York City. There will be no 
charge for admission. For further informa- 
tion, write to Martin M. Lore, Chairman, 
Committee on Federal Taxation, 107 Wil 
liam Street, New York 38, New York 


Our Cover 


Forty-two years ago, on February 26, 
1913, the Sixteenth Amendment became 
effective. To the scholar, it is a fascinating, 
many-faceted tool of the fisc. To the busi- 
nessman, it is a 50-50 partner. To the face- 
less taxpayer, it is like a shrew who pinches 
a part of the pay check before he can 
cash it 

All in all, a large economy needs a large 
government, and the income tax has served 
through lean years and years of plenty as 
though it were ready-made for our type of 
highly productive, dynamic economy 


New Social Security Coverage 
for Household Employees 


The new law in effect January 1, 1955, 
increases substantially the coverage of 
household employees under social security 
A household employee is covered in each 
calendar quarter after 1954 in which he or 
she is paid $50 or more cash wages by an 
employer. The 24-day test formerly used 
no longer applies. Beginning with the first 
calendar quarter in which an employer pays 
taxable wages to one or more household 
employees, the employer must file quarterly 
returns reporting the taxable wages, if any, 
paid in each quarter. Form 941 or Form 
942 may be used by the employer. The 
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and corporations making payments of wages 
ee we i eel ~~ aan —_ a 


in sn ie ete 


rado: Denver sales tax reports and pay- 
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to 
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sh 





employer and employee taxes are each 2 
per cent of taxable wages paid, 
total of 4 per 


making a 


cent. Employers desiring 


more detailed information, or the forms, 


should 


contact the district 


ternal revenue. 


director of in 


State Tax News 


California.—In 
which a 


determining the point at 
purchase is made, the 
intention of the buyer and seller as to when 
title passes is controlling. Under the fol- 
lowing conditions, the sale is deemed made 
prior to transportation of the property: (1) 
the terms of the sale are f. o. b. the mill or 
shipping point; (2) the property is delivered 
under contract by 
not the 


sale or 


carrier or other person 
and (3) the 
portation charges are separately 


seller’s agent; trans- 
stated on 
the bill of sale and bear a reasonable rela- 
tion to actual cost of transportation. 


eral Bulletin 


Gen 
54-28, November 22, 1954. 


Colorado.— Duplicate 
Form W-2 may be 
information 


federal 
with income tax 
provided the forms 
are legible, reflect the marital status, name 
of the state and amount of federal tax with- 
held, and are accompanied by 109:3 
or Form 109:6 


copies ot 
used 
returns, 


Form 


Louisiana.—Sales and use tax regulations 
have been revised A new rule holds that 
a sale of tangible personal property to a 
person for rental purposes is a 
retail sale and is subject to the tax. 


lease or 


Michigan.—The 


used in 


retroactive date to be 
computing the intangibles tax has 
been fixed by the Department of Revenue as 
August 31, 1954. 


Mississippi.—By issuing two new regula- 
tions and amending 
Commissioner of Income Tax has substan- 
tially changed the method of 
in-Staté 


several others, the 


allocation of 
and out-of-state income 


Montana.—Federal Form W-2 duplicates 


may be substituted for Form 1-A if, in 
addition to the amount of compensation 
paid and tax withheld, the form reflects 


name of the 
social 


state, the marital status, the 
security number and the 
employment if less than 12 months. 
Form 1 must 


accompany the W-2 form. 


Nevada.—The effective date of the 
changes made in property taxes will be 
July 1, 1955, except insofar as there is 
Tax-Wise 

aman ee - 


dates of 
State 


need for interim 


taxes for the 


collection of 
months of 1955, 
pending the change from calendar-year levy 
and collection to a fiscal-year basis. 


levy and 


first six 





New York.—The registered owner oi 
United States savings bonds may make a 
valid gift causa mortis of such bonds. The 
Treasury regulations were construed by the 
court as limiting the policy of nontransfe1 
ability to attempted voluntary transfers by 
living owners to take effect 
found that there was no 
purpose therein to establish a uniform sys- 
tem of devolution of i 


during their 


lives. The court 
property in Savings 
bonds as long as the government was pro 
tected in making payment in 
with judicial determination. The court con 
cluded that the contemplated 
recognition of such local rules as might exist 
with respect to 


accordance 
regulations 
descent and distribution 
of decedent's property, including those rules 
relating to gifts causa mortis 

In the instant case, since there was suff 
cient evidence to delivery: and in 
tention to make a gift causa mortis, the court 
affirmed the ruling that title to the bonds 
was effectively transferred to the donee at 
death.—In re Presender; Pre 
Seideman, Supreme Court, Appel 
late Division, First Department, November 
23, 1954 


sustain 


the owner’s 
sends rv. 


North Dakota.—Income tax information 
returns must be filed by every employer 
who paid $500 or more to any taxpayer as 
wages or during the 
Duplicates of federal Form W-2 may be 
used if the name of the state, marital status 
of the employee and number of dependents 
are inserted 


salary taxable year 


Ohio.- new ordi 
nance imposing an income tax of 6/10 of 
1 per cent, effective for the 
1955 through 1957 


tax of % of 1 per 


Canton has enacted a 


taxable 
Dayton’s city 
cent 


years 
income 
has been extended 
for five 


years beginning with the taxable 
year of 1955, soth taxes are levied on 
wages and salaries and on net profits of 


businesses and corporations 

The November election in Cincinnati, at 
which an extra city property tax levy was 
approved, has held null 
However, a motion for leave 


been void 


to appeal the 
decision has been filed in the Ohio Supreme 
Court. 


and 


Oklahoma.—State income tax informa 
tion at the source returns must be filed on 


or before February 15, 


1955, by all persons 
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and corporations making payments of wages 
of $1,000 or more and every corporation 
paying dividends of $100 or more. In lieu 
of state Form 500, federal Form W-2 may 
be used by the employer if he indicates it is 
for state use. 


Pennsylvania.—The Pittsburgh income tax 
has been re-enacted for the calendar year 
of 1955 at % of 1 per cent, instead of the 
present 1 per cent. Withholding reports 
and payments by employers are due on or 
before April 20, 1955, July 21, 1955, October 
21, 1955, December 21, 1955, and January 
21, 1956. 

A wholly owned subsidiary which sys- 
tematically solicits business in Philadelphia 
and maintains a sales force and office in the 
city for that purpose is subject to the 
Philadelphia mercantile license tax. Neither 
the fact that the orders are subject to final 
approval at a manufacturing and shipping 
point outside of Philadelphia, nor the fact 
that the salesmen’s compensation and other 
office expenses are paid directly by the 
parent organization, relieves the subsidiary 
from responsibility for the tax.—Petition of 
Phoenix lron & Steel Company, Philadelphia 
Tax Review Board, December 10, 1954. 


Vermont.—Information return  require- 
ments for the year 1954 have been revised 
to cover all payments of salaries, wages, 
etc., in excess of $600 instead of $500 or 
more. Copies of federal Form W-2 may be 
used if they indicate the name of the state. 


Washington.—The extracting and manu- 
facturing occupation taxes in Washington 
apply to sales of extracted or manufactured 
products made outside the state in interstate 
commerce. Such taxpayers are entitled to 
apportionment of income derived from intra- 
state and interstate activities. Additionally, 
where costs are within the protection of the 
commerce clause, deduction is allowable. 
Che statutory provisions do not discriminate 
against interstate commerce sales, nor is 
the classification of taxpayers by type of 
activity unreasonable. — Crown Zellerbach 
Corporation v. Washington, Washington 
Supreme Court, December 16, 1954. 


City Tax Calendar 


March 1—Lowisiana: Shreveport wholesale 
and retail dealer occupation license tax due. 
Utah: Salt Lake City occupation tax re- 
ports and payment due. 


March 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colo- 
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rado: Denver sales tax reports and pay- 
ment due. New Mexico: Albuquerque 
occupation tax reports due. Ohio: Colum- 
bus corporate income tax reports, balance 
of previous year’s tax and first quarter of 
next year’s estimated tax due; Columbus 
personal income tax reports, balance of 
previous year’s tax and first quarter of 
next year’s estimated tax due. Youngs- 
town corporate income tax reports, balance 
of last year’s tax and first quarter of next 
year’s estimated tax due; Youngstown 
personal income tax reports, balance of last 
year’s tax and first quarter of next year’s 
estimated tax due. Pennsylvania: Philadel- 
phia income tax reports and payment on 
net profits or income due; Philadelphia 
mercantile license tax due. Pittsburgh 
mercantile license tax reports and pay- 
ment due; Pittsburgh School District mer- 
cantile license tax reports and payment due 
Scranton income tax reports and first in- 
stallment of tax due; Scranton School 
District first installment of balance of 
previous year’s estimated income tax due; 
Scranton School District income tax re 
ports and first installment of estimated 
tax due. Washington: Seattle occupation 
tax reports and payment due. Tacoma 
occupation tax reports and payment due 


March 20—Jlouisiana: New Orleans sales 
and use tax reports and payment due 
New York: New York City sales and use 


tax reports and payment due 


March 25—New York: New York City con 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 












March 30—Missouri: St. Louis income tax 
returns and payment of tax due. 


March 31—Missowri: St. Louis employer 
withholding reports and payment due. 
Ohio: Dayton corporate income tax re 
ports, balance of previous year’s tax and 
first quarter of next year’s estimated tax 
due; Dayton personal income tax reports 
balance of previous year’s tax and first 
quarter of next year’s estimated tax due 
Toledo corporate income tax reports, bal- 
ance of previous year’s tax and first quar 
ter of next year’s estimated tax due; 
Toledo personal income tax reports, bal- 
ance of previous year’s tax and first quar 
ter of next year’s estimated tax due. 
Pennsylvania: Pittsburgh income tax r« 
turns due: Pittsburgh property tax de- 
linquent. Scranton property tax delinquent. 


ata: » i ae 











The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: March 1—Property reports 
from public utilities due (last day). 
March 15—Corporate income and infor- 
mation reports and payment of first in- 
stallment of tax due.—Franchise reports 
due (last day).—Personal income and 
information reports and payment of first 
installment of tax due. 


ARKANSAS: March 1—Property reports 


from public utilities due. 


CALIFORNIA: March 15—Franchise re- 
ports and payment of first installment of 
tax from banks and corporations due.— 
Income reports and payment of first in- 
stallment of tax from corporations due. 


COLORADO: March 15 — Corporation 


franchise license tax report due. 


DISTRICT OF COLUMBIA: March 31 


Property tax installment 
due (last day). 


semiannual 


FLORIDA: March 5—Property tax re- 
ports from railroads and telegraph com- 
panies due. March 31—Property tax due 
(last day). 


GEORGIA: March 1— Corporations’ list 

of resident stockholders due.—Property 
reports from railroads due.—Special fran- 
chise (property tax) reports from public 
utilities due. March 15—Corporate in- 

information 
first 


come and reports and 


installment of tax 


pay- 
due 

Personal income and information reports 
and payment of first 


duc March 31 


trom domestic 


ment ot 


installment of tax 
License tax payment 


corporations due 


IDAHO: March 15—Corporate income and 


information reports and payment of first 
installment of tax due Personal income 
and information reports and payment of 


first mmstallment of tax due 


State Tax Calendar 
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INDIANA: March 1—Property 


from public utilities due. 


IOWA: March 1—Property reports from 
express companies due. March 31—Cor 
porate income reports and payment ot 
first installment of tax due.—Personal 
income reports and payment of first in- 
stallment of tax due. 


KANSAS: March 1—Information at the 
source reports due. March 20—Property 
reports telegraph, tele- 
phone, pipeline and electric power com- 
panies due. March 31—Franchise tax 
reports and payment due. 


KENTUCKY: March 1—Property reports 
due (last day). March 15—Corporate in- 
come information reports due.—Personal 
income information reports due.—Stock- 
holder and bondholder reports from cor 
porations due. March 31—- Franchise 
reports from public utilities due (last 
day).—Property reports from public utili 
ties due. 


LOUISIANA: March 1 


tion reports due. 


MAINE: March 1—License fees from for 


eign corporations due, 


MASSACHUSETTS: March 1- 


tion at the source reports due 


MICHIGAN: March 1—Property tax due 


reports 


from railroads, 


-Foreign corpora 


Informa 


(last day without interest charges) 
March 5—Property reports due (last 
day). 

MINNESOTA: March 1—Personal prop 
erty tax due. March 15—Corporate in 


come reports and payment of first install 
ment of tax due 
reports due 


information 
income 


Income 
Personal 


reports 
and payment of first installment of tax 
due 

MISSISSIPPI: March 15—Income infor- 
mation reports due. 

MISSOURI: March 1—Corporate income 


information 
ports due 
reports due 


reports due Franchise re- 


Personal income 


March 31 


information 
Corporate in- 
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come tax reports and 


income tax 


payment due.— 
Personal reports and pay- 


ment due. 


MONTANA: March 1—Foreign corpora- 
tion reports of capital employed due.— 
Indebtedness reports from corporations 
due.—Property reports from sleeping car 
companies due. March 5—Property re- 
ports from telegraph, telephone, electric 
power or transmission line, canal, ditch 
and flume companies due.—Property re- 

ports of real and personal property due. 

March 31—Income 


reports due 


(corporation license) 
NEVADA: March 5—Property tax quar- 


terly installment due. March 31—Foreign 
corporation annual statement due 


NEW JERSEY: March 1 


ports trom 


Property re- 
railroad companies due. 


NEW MEXICO: March 1—Property re- 


ports due (last day). March 15—Fran 
chise reports due. 


NEW YORK: March 1—Franchise tax 
reports and payment from real estate and 
cooperative agricultural corporations due. 
Personal income information and with- 

holding reports and payment of amounts 

of tax withheld from residents due 


NORTH CAROLINA: March 15—Corpo 
rate income reports and payment of first 
installment of tax due.—Personal income 
and information reports and payment of 
first installment of tax duc 


NORTH DAKOTA: March 1—Personal 
property tax delinquent.—Property tax 
from car lines and express and air trans 
portation companies due (last day) 


Real property tax semiannual installment 
delinquent. 


OHIO: March 1—Property reports from 
utilities, except sleeping car, freight line 
and equipment corporations, due. March 
31— Foreign state- 
ments reports due (last 
day).—Property reports due (last day).— 
Tangible property tax 

due 


corporation annual 


due.—Franchise 


personal semi- 


annual installment 


OKLAHOMA: March 1—Property reports 
from corporations due. March 15—Cor- 
porate income reports and payment of 
first installment of tax due.—Personal 
income reports and payment of first in- 
stallment of tax due.—Personal property 
reports due.—Property reports from rail- 
roads and public service companies due. 


OREGON: March 2—Property reports de- 
linquent after this date. March 15—Prop- 
erty reports from Class I railroad, Class 
4 electric and telephone, telegraph and 
sleeping car companies due 


PENNSYLVANIA: March 15 — Capital 
stock tax and payment due.— 
Corporate loans tax reports and payment 
due.—Franchise tax reports and payment 
due 


SOUTH CAROLINA: March 1—Personal 
property reports due. March 15—Corpo- 
rate income reports and payment of first 
installment of tax due.—Personal income 
reports and payment of first installment 
of tax due 


TENNESSEE: March 15—Income tax re- 
ports and payment on stocks and bonds 
due 


reports 


TEXAS: March 15—Franchise reports due 
(last day). 


VERMONT: March 15—Personal income 
reports and payment of first installment 
of tax due.—Personal income reports of 
estimated income due.—Personal income 
(final installment), which became due in 
preceding year, due. March 31—Certifi 
cates to do business of foreign corpora 

tions expire. 


VIRGINIA: March 1—Corporation annual 


registration fees due.—Franchise tax due 


—Property tax reports from certified 


motor carriers due 


WASHINGTON: March 15— Property re 


ports from public utilities due 


WISCONSIN: March 15—Corporate in- 
come and 
ment of 





information 
first 


reports and 
installment of tax 


pay 
due.— 
Personal income reports and payment of 
first installment of tax due 


“To enable the Internal Revenue Service to make still more progress 


in equitable and effective enforcement 


of the revenue laws, | am recommending increased 


appropriation of $12 million to extend 


the audit of tax returns.’’—President Dwight D. Eisenhower. 
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Federal Tax Calendar 





March 1—— 

Due date of annual information returns 
by officers and directors of foreign per- 
sonal holding companies, and United 
States shareholders by or for whom 


50 per cent or more in value of the out 


standing stock of a foreign personal 
holding company is owned, directly or 
indirectly. (Code Section 6035(a)(2), 
(b)(2).) Forms: officers and directors, 
Form 958; Form 957 


shareholders, 


March 15—— 


Last day for a calendar-year corporation 
to file income tax 
year 1954 
tax in installments, one 
due on this date and the balance on 
June 15 (Sections 6072(b), 6152(a)(1) 
(B) and (b)(2).) 

Due follows 
(1) return by withholding agents of tax 
on interest required to be withheld at 
source during 1954; (2) return showing 

withheld 


calendar 
If corporation elects to pay 


return tor 


half of tax 1s 


date of annual returns as 


amount of tax required to be 


during 1954 from each nonresident 
alien, foreign partnership, or nonresident 
foreign corporation to which certain 


periodical income was paid during that 


yeal (Code Section 1461.) 
Last day to file gift tax return and to pay 
tax if gift of more than $3,000 was 


made in the calendar year 1954 to any 
one person 


Last day for payment of unpaid expenses 


and interest accrued to entitle calendar 
basis to de 
1954 income. 


year taxpayer on accrual 
therefor 


Section 267(a)(2).) 


ductions 


(Code 


against 


Last day for payment of charitable con 
tributions authorized in 1954 by accrual 
basis corporations which wish to take 


the deduction against 1954 income 
(Code Section 170(a)(2)(B).) 
Due date for employers who withheld 


more than $100 in taxes (federal in- 


ert 


come tax on wages under Code Section 
3402 and Federal Insurance Contribu- 


tions Act taxes under Code Sections 3102 
and 3111) during February to deposit 
such amount with a federal reserve 
bank or other authorized depositary. 


(Regulations 120, Section 406.606.) 


Due date, by general extension, of returns 
for the fiscal year ended September 30, 
1954, in the case of (1) foreign partner- 
ships; (2) which 

maintain offices or places of business in 

the United States; 


rations 


foreign corporations 
(3) domestic corpo 
their 
and 


business 
books of 
(4) domestic corpora- 
principal 
within the 


which transact 


and keep their records 
accounts abroad; 
tions whos« 


income 1s trom 


sources possessions of the 
United States; and (5) American citizens 
residing or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States. 
(Regulations 118, Section 39.53-3.) 
Forms: (1) Form 1065; (2)-(4) Forms 


1120; (5) Form 1040 


Monthly stock- 


holders and of officers and directors of 


information returns of 
foreign personal holding companies due 
for February. Form 957. 


March 31—— 


Due date for payment of the following 


taxes lor 


excise February to an author- 


ized depositary, if such taxes reportable 
exceeded $100 


boxes: 


for February taxes on 


safe deposit transportation of 


oil by pipeline; telephone, telegraph, 


radio and cable messages and services; 


transportation ot 


persons; admissions, 


dues and initiation fees; gasoline, lubri 


cating oils and matches; sales by manu 


tacturers, ine luding sales of pistols and 


revolvers; processing of certain oils; 


sales by the retailer; manufacture of 
sugar; 


diesel fuel 


transportation oO! property; and 
(Regulations Section 477.4.) 
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